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PREFACE 


1 hib book grew out of a course of lectures given originally for third- 
year undergraduates reading for honours in economics and, more 
recently, for second and third-year undergraduates reading for 
honours in economics or in government It does therefore pre- 
suppose a one-year basic course m economic principles, and is in- 
tended primarily to be read as part of a general study of economics, 
in which Public finance is but one component Nevertheless, the 
course has been taken with considerable success by the government 
honours students too, who h<ivc had no other economics than the 
usual first vear course on principles It would therefore appear to be 
quite accessible to non-specialists with a serious interest m the sub- 
ject but it IS not a suitable text for the absolute beginner Since all 
institutional material has b^cn excluded, and the examples quoted 
are fairlv general a bro.id outline knowledge of some actual tax 
'tiucture and budgetary process would be an advantage, so that the 
leader is in a position to cast the pnneiplcs propounded heie into 
some definite mould Otherwise this book is intended as a self- 
contained introduetory text on the economics of public finance and 
budgetary policy 

1 have tried to resist the temptation to explore too many of the by- 
wavs, rathei sticking rcsolutel> to the mam highwavs, even though 
now and again I have looked over my shoulder a little fearfully at 
mv professional colleagues as I have casually brushed aside diffi- 
culties and skated deftly (I f''>pc' over those knottv points which are 
the theorctiCiil economist’s bread and butler I have also sup- 
pressed from the text all footnotes and source references, not in any 
surreptitious attempt to lay claim tc being the author (m any ulti- 
mate sense) of the ideas or logical svsicms expounded, but simply in 
Older to allow the exposition to How in as uncluttered a manner 
as possible Indeed those well verst'd in this subject will recognize 
immedi itclv how derivative much of the analysis is, and some ack- 
nowledgement ot the debt I owe to others is ii dicated by the refer- 
ences given for further reading at the end of each chapter These 
have been chosen, however, piimaiily ' ilhthe needs ot the beginner 
in mind, and arc not necessarily original source material, for the 
brilliant insight, imperfectly articulated or understood no matter 
how impo’^tant and Iraitful in the development ol economic doctrine, 
IS less valuable in the introductory phase than a good survey article. 

Besides the debt 1 owe to the many writers who have grappled 
successfully with the economic problems ot public finance and 
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budgetary policy, I owe a more personal one to those of my col- 
leagues who have grappled with earlier drafts of Public Finance and 
Budgetary Policy, and whose comments and criticisms I have tried 
to meet in the published version. Needless to say, the remaining 
blemishes are due either to my stubbornness or else my failure to 
appreciate what they were getting at! For allowing themselves to be 
exploited in this way, I am grateful to Professor Sykes, Mr H. 
Burton and Dr D. C. Corner at Exeter University, and to Mr Jack 
Wiseman at the London School of Economics. The task of revision 
will surely begin in earnest when this book gets its ‘field trials' in 
the hands of a wider audience, and I would be grateful for com- 
ments and criticisms from all who read, or teach with the aid of, this 
text. 


ALAN WILLIAMS 
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CHAPTER ONE 


Introductory 


It IS common knowledge that the budget is not what it used to be It 
used to be simplv an annual presentation to the people’s repre- 
sentatives of the financial outcome of the Government’s stewardship 
of the public hnanccs during the past year, together with an> changes 
proposed tor the coming year As such it served a similar function to 
the presentation of a company's accounts to a shareholders’ meeting. 
But with the vastly expanded role of the government in the economy 
during this centur>, this earlier function of the budget has tended 
increasingly to be superseded bv a much more general report on 
the state of the economy as a whole The budget is now deliberately 
used as an instrument for effecting all sorts of changes in the general 
economic situation, and no single measure in it can be adequately 
analysed within the narrow liamework of the budget accounts them- 
selves No taxes are simply to be regarded as ‘tor revenue’, and no 
Item of expenditure really has to be curtailed simply Tor lack of 
revenue’ Every tax tlut is levied has repercussions upon the economy 
which need to be investigated and appraised, and the same is true of 
every item of expenditure I’ h <o assist this process that this book 
has been written 

If an Item of expenditure is cut it is not or ought not to be, be- 
cause the money to finance ii is not f ^rlhcoming hor one thing, the 
government is not constrained in it. spending, as a prwale indi- 
vidual, bv what It can earn, borrow or lev> from others The govern- 
ment can, if necessary, manufacture the moiic> it needs, but even if il 
denied itself this liberty, its control over the banking and credit 
mechanisms in the economy is such that it need never be frustrated 
m Its borrowing in the way that a potential private borrower might be 
Finally, the government can almost aiways lew more taxes It mav 
not choose to do so, of course, if it considers that the consequences 
would be too harmful to the general welfare, but this is not the same 
as saying that the rai ing of more taxation u ‘impossible’. It may be 
‘impolitic’, but that is simply to say that the benefits expected from 
the expenditure oi the revenue are not considered sufficiently great to 
outweigh the disadvantages entailed in raising it. The government 
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might then consider borrowing the money as an alternative, and 
again it will have to weigh the pro's and con's as before The govern- 
ment therefore has a real choice as to whether or not to balance its 
budget, and this choice will be based (or should be based) on a cool 
calculation of advantage and disadvantage, and not on dogma or 
prejudice 


(A) OBJLCTIVFS AND DISCLAIMERS 

It is to aid this cool calculation, and to isolate as far as possible the 
dogma and the prejudice, that the analytical framework which follows 
has been designed Cool calculation requires a fair amount of de- 
tachment as well as an analytical s\sfem that is precise, adaptable 
and comprehensisc It would be idle to pretend that these desiderata 
are fully met in what follows, but they do constitute a beginning 
The object is not to prove any particular result, or to argue for this 
tax and against that, but lathcr to provide a conceptual framework 
within which e\eryonc can think these things out lor himself The 
genera) approach is to take a particular tax (or other budgetary 
measure) and ask what will be its effects on various economic 
variables such as consumption saving, investment, the amount of 
work done, and so on Certain fundamental concepts and then intei- 
relalionships will be described within a specified model of thought, 
and this wul provide a hard core of iigorous analytical knowledge 
which must then be interpreted with care and judgment to make it 
relevant to anv particular situation in which the reader may be 
interested The analysis will itself often suggest the lines on wfuch 
such further appraisal should be conducted 
The first part of this book is devoted to what his always been an 
important part of the traditional subject matter of public finance - 
the analvsis of the impact of particular measures upon individual 
economic units (mainly households or firm>») opeiating within an 
otherwise unchanged environment The results of this partial- 
equilibrium micro-analysis are then taken as the starting point for a 
general equilibrium macro analysis, which is conducted in the second 
part of the book This macro-analysis is selective and suggestive 
rather than exhausti\e and conclusive, and is intended mainly to 
show the relevance of the earlier micro-analysis to the broad bud- 
getary problems with which most people nowadays are fairly 
familiar In this way it is hoped that a more sophisticated appraisal 
of budgetary policy will be made possible 
Again 1 must disclaim any intention of attempting to support any 
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particular policy against any other by resort to what ‘lhcor> shows’, 
indeed, I am always suspicious of paitisans who attempt to bolster 
their positions by calling in alleged theoretical ‘proofs’ ol what are 
essentially empirical matters or political judgments, just as I am sus- 
picious of other people who dismiss unpalatable views as ‘mere 
theorising’ Theoretical Irameworks are essential to clear thought, 
even though they may not always be made explicit Anyone may 
be led astiay by adopting an inappropriate frame of reference and 
however logical his argument and correct his results, they will be 
irrelevant to his problem in consequence But if the anal>sis is cool 
and detached, the possibility ot learning from such mistakes remains, 
whereas the unreflecting, prejudiced partisan is likely m such cir- 
cumstances either to fall back on dogma or else to become thoroughly 
disillusioned, neither of which responses is likclv to prove condiu ive 
to learning The political judgment, the welfare proposition, ethical, 
moral and religious attitudes, all have a role to pla> in the determina- 
tion and appraisal of budgetary policy, but it will not aid cool 
calculation if these get inextricably bound up with tlie economics 
from the very outset In order to isolate them, the approach adopted 
here is rather different from that of many textbooks m the field, for 
we arc not conceined to explore the meaning ol equit> or whether 
there are fundamental principles of taxation or of government 
expenditure, but the much more pedestrian matter of what a certain 
meamie will do, no matter what the intentions or motivation ol its 
executors 

This means ol course, th it the reader will get a one sided view of 
public finance and budgetary policy No administrative difiicuities 
deter us here, noi arc the legal and constitutional constraints con- 
sidered and a ruthless circumscnpi in ot the scope of the subject 
(so as to exclude consideration ot the national debt and ^f matters 
appertaining thereto) enables budgetary meisures pure and simple 
to be pursued with a nanow smgle-mindedness that the unsvm- 
pathctic will perhaps consider obsessive It vvould be idle to pretend 
that the analvsis would not have been betUi balanced if all these 
things had been taken into account, but it would not have been the 
economics of public finaiuc and budi'ci polu i any more If a work 
of this kind is not to embrace the whole gamut ot collective human 
activity a line will have to be drawn somewhere, aud wherever it is 
drawn wiM be arbitr r> to some extent The subject matter that has 
been included here has the advantage ot being fairly homogeneous, 
susceptible to ticatnient b> the same analvtical tools, and well in- 
tegrated into the general corpus ol economics It is for the readei to 
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complement what is presented here by similar excursions into these 
contiguous heids of enquiry. 

(B) THE ECONOMIC SYSTEM IN OUTLINE 

Before plunging into the detailed analysis it may be helpful to 
have an outline sketch of the place of budgetary measures in relation 
to the rest of the economy. The chief source of revenue for govern- 
ments is usually taxation of one kind or another. Governments often 
also have trading revenues from fees, etc., and the borderline between 
a fee and a tax is not always an easy one to establish. In general a tax 
is a payment which has by law to be made in certain specified circum- 
stances and for which the government offers the particular taxpayer 
no specific services directly in return. In the case of taxes on personal 
income and wealth, and of many taxes on goods purchased by con- 
sumers, there is no difficulty, for the taxpayer becomes entitled to 
nothing by paying such taxes that he was not entitled to before any- 
way. When it comes to compulsory social security contributions the 
issue is rather less clear, for in such a case the payment of so many 
contributions is usually a factor in determining entitlement to bene- 
fit. For some licence duties it might be argued thtit the payment, 
though compulsory, is in the nature of a fee for seix’ices provided 
(e.g. with radio and television licences, the proceeds of which finance 
the broadcasting system). It is only one short further step from this 
to the charges levied under a postal or telephone system run as a 
State monopoly. Somewhere along the line the border between a tax 
and a fee has to be established, and although in practice the separa- 
tion of taxes from commercial-type charges may be difficult in this 
borderline zone, in principle the broad distinction is clear enough. 

Taxes may be classified in many different ways, but here we shall 
adopt a relatively simple division into two broad groups. The first 
comprises taxes that are levied directly on persons, and the second 
comprises the rest (called ‘business taxes’ for convenience). F'or a 
tax to be a direct tax on persons it has to be levied with reference to 
the economic status or personal circumstances of the individual tax- 
payer. Taxes on personal income and wealth clearly fall into this 
category, as would an expenditure or spending tax with which the 
rate of tax varies with the total expenditure (and personal circum- 
stances) of the particular taxpayer. On the other hand, if the tax is 
on a particular kind of expenditure, and levied at the same rate no 
matter what the circumstances of the individual making that ex- 
penditure, then it is not a direct tax on persons, but an indirect tax. 
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or, in the terminology adopted here, a business tax. Other types of 
business tax are those which are levied on the profits of firms, turn- 
over taxes, and so on. What are here called ‘business taxes’ therefore 
include what are often called ‘indirect’ or ‘outlay’ taxes, and also 
direct taxes on firms. The reason why this particular classification is 
adopted is that our primary interest is in assessing the incidence upon 
persons of all taxes, for ultimately it is the welfare of persons that is 
the touchstone ... the wellbeing and prosperity of firms, etc., is 
(or should be) only a means to this end. It is therefore convenient 
analytically to separate those taxes whose initial impact is upon 
persons from those whose initial impact falls elsewhere. We shall in 
fact find, in due course, that the initial impact of either type of tax 
is an undependable guide to its true incidence, but that is another 
matter. 

On the other side of the Government’s accounts, expenditure 
items will also be divided into two broad groups. First, those which 
are direct purchases of goods and services, and second, those which 
arc ‘transfer pa>ments\ Transfer payments are very much like taxes 
in reverse from an analytical viewpoint. I ike taxes, they may be 
direct to persons (where they constitute cash payments to individuals, 
based on each individual’s particular circumstances) or they may be 
‘business transfers’ (e.g. subsidies on certain transactions or to cer- 
tain industries or firms). Direct governmental purchases of goods 
and services will not in general be further sub-divided though in 
some contexts it may be convenient to distinguish current from 
capital expenditure. 

Jt is an important objective of this book to facilitate the appraisal 
of budgetary measures not within the narrow confines of the presenta- 
tion or balancing of the public accounts, but within the wider context 
of their ramifications throughout the economy as a whole. To this 
end we may start with a few simple diagrams setting out the im- 
mediate and obvious links between the budget and the rest of the 
economy. The later analysis will then demonstrate how these initial 
impacts lead to all sorts of adjustments in other relationships 
indicated, besides the initial change in the immediately affected 
money-flow. Indeed, it will be seen, in due course, that considerable 
structural and other repercussions may follow from budgetary 
measures which leave the size of the immediately affected money-flows 
unchanged. 

The simplest outline of the economic structure is set out in figure 
1.1, which is concerned with real flows of goods and services. 
Economic units are divided into two classes, households and firms, 

B 
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ignoring, for the time being, the activities of government and links 
with the rest of the world. A household is a person or group of 
persons forming an economic unit for the purpose of organizing 
its consumption activities, while a firm is a person or group of persons 
forming an economic unit to carry on production activities. As 
usual, in real life it is sometimes difficult to establish a clearcut 
borderline between the two (the one-man business being an obvious 



Figure 1.1 Figure 1.2 


case in point), but in principle at any rate the distinction is clear. 
This implies that households demand consumer goods and services 
produced by firms, and the firms carry out their productive activities 
with factor services provided by households. In the process of divid- 
ing the economy into only two sectors and indicating the real flows 
between them, all flows within each sector disappear from view. For 
some purposes it therefore becomes necessary to break down these 
sectors into sub-sectors wherever these internal transactions are im- 
portant. An example of this is given in figure 1.2, where the sector 
‘firms' is divided into ‘firms making consumer goods’ and ‘firms 
making capital goods’. The flows between the former sub-sector and 
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the household sector are the same as before, but the latter sub- 
sector supplies its products to the other sub-sector, not to house- 
holds, but it still depends on households for productive services. Of 
course, the supply of capital goods to firms malcing capital goods by 
other firms making capital goods is still an "intra-sectoral’ trans- 
action and hence not shown. 



Figuie 1.3 Figure 1.4 


The budget docs not bear directly on these real flows, however, but 
upon the money flows associated with them. Thus in figures 1.3 and 
1.4 are set out the money flows corresponding to the real flows in 
figure l.l and 1.2 respectively. Each money flow has been given two 
‘labels', the first indicating how it looks to the payer, and the second 
indicating how it looks to the recipient. Thus the consumption ex- 
penditure of households is the sales revenue of the firms making 
consumer goods, and so on. It is in terms of these money flows that 
the economy is usually described, and through which it is usually 
manipulated. This should not be allowed to obscure the fact that it 
is the more fundamental real flows which are ultimately the more im- 
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portant, and it is to help discover the effects of budgetary measures 
upon these that is the purpose of the later analysis The more im- 
mediate objective, however, is simply to establish the link between 
the budget and these various money flows 
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This is done foi taxation m figure I Direct taxes on persons are 
shovsn as a How emanating from within the household sector itself, 
and ending up in the government sector Direct taxes on Arms arc 
shown in an analogous manner 1 hesc taxes though levied on a tax 
base which has personal income or business profit as its major com- 
ponent, also take into account the circumstances of the particular 
person or hrm, so that these laxc*> cannot be considered simply 
as taxes on the money flows entitled ‘personal income' or (still less) 
‘sales revenue respectively On the other hand, those taxes which 
fall on certain items of consumption expenditure irrespective of the 
particular circumstances of the purchaser are shown as emanating 
from the flow of peisonal expenditure itself, and similarly with taxes 
on factor purchases by firms (e g a payroll tax) 

Turning to governmental expenditure, it will be seen that the 
transfer payments can be rcpreggglgj^uite simply as were the tax 
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Tigure 1 .6 


flows, but reversing the direction of flow, and they are shown in this 
way in figure 1.6. Where ihe Government purchases goods and 
services from firms, and productive services from the household 
sector, its activities ire on u or r with the corresponding flows between 
households and firms themselves, as shown in figure 1.7. It wilt be 
noted here that the»‘c are no money flows associated directly with the 
provision of goods and services by he Government for the private 
sector. This is because it is of the es>cnce of Govcinmenial services 
that they are not bought and sold on the market as are other goods 
and services. Where the Government operates any services basically 
on commercial lines (e.g. through State ownership of certain in- 
dustries), then such activities are considered to be part of the sector 
‘firms’. If in some particular situation it is imporiant to distinguish 
the State-controlled sector of industi^ from the private sector, then 
the ‘firms’ sector could be split accordingly (as with figures 1.2 and 
1,4 earlier). But since the activities of Government owned or 
controlled firms do not normally play a significant role in budgetary 
policy as such, they will not be treated separately here. 

Finally we must consider the money-flow relationships between 
this economy and other economies. All other economics will be 
lumped together into a single sector called ‘The Rest of the World’, 
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and they v^ill be considered to have lwo-wa\ relationships both 
with Households (in the form of remittances) and finns (Imports 
and Exports). As indicated in figure 1.8 the Government may tax 
any of these four (low'*, and may even lcv\ direct taxes on economic 
units abroad (c.g, its own citizens temporarily resident elsewhere). 
I'igure 1.9 shows the subsidies and transfers corresponding to these 
taxes, and also purchases of goods and services which the Govern- 
ment may itself make abroad. In both these diagrams the Govern- 
ment's domestic transactions have been omitted for greater clarity. 

To gain a complete picture of all these various budgetary measures, 
we have only to fuse together figures 1.5, 1.6, 1.7, 1.8 and 1.9, and 
the result is figure 1.10. For convenience, subsidies and transfers 
have been channeled through the same flows as the taxes to which 
they correspond instead of constructing a separate set of flows from 
the expenditure side of the Government sector (otherwise their 
position here would have been as indicated by the «tubby lines 
marked ‘(Transfers and subsidies)’). In practice many of these flows 
will be negligible in amount or even non-existent, however, so that for 
most economies a simplified flow chart, such as that given in figure 
1.11, would include all the significant transactions that occur. 
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(C) PLAN 

In the following chapters the analysis is divided into two parts — 
Part A consisting of micro-economics (i.e. the impact of particular 
budgetary measures upon a particular household or firm, assuming 
that no other changes occur) and Part B consisting of macro- 
economics (i.e. an examination of the repercussions of these indi- 
vidual reactions upon the flows set out in the preceding diagrams 
and upon the structure of the sectors themselves). In Part A the 
various taxes and items of Government expenditure set out in figure 
i .1 1 are taken up and anal>sed in turn, white in part B the results so 
obtained are related to the broad objectives of budgetary policy. A 
concluding chapter draws the threads of the argument together. 




PART A 


Micro-economics 


There are many different types of analytical framework within which 
a problem may be tackled, and each is likely to produce a different 
.inswcr. As an example let us lake the question ‘is commodity taxa- 
tion inflationary?' First of all the terms ‘commodity taxation* and 
‘inflationary’ need to be defined carefully. Commodity taxes are 
taxes levied on pood^ and services when produced or sold, and may 
be at a certain sum per unit, or at a stated proportion of cost or price. 
‘Inflationary’ may mean ‘tendina to make aggregate demand ex- 
ceed aggregate supply’ or ‘tending to make the general level of prices 
rise’, or it may be that the tax has not merely to have this ‘tendency’ 
but must actually produce such a result. Thus we must cither choose 
one or other of these interpretations, or else be prepared to work 
with each one in turn in every situation. Similarly we need to specify 
exactly what commodity tax or taxes we are considering, how levied, 
on what goods or services, at what rate, etc. 

Having thus reformulated the question more precisely, wc would 
then have to consider the circumstances in which the tax is levied. 
First of all this would invo’ve n't m considering the reactions of one 
particular taxpayer, which would entail examining his economic 
environment, specifying those elements in it over which he has some 
control and those over which he his none, and then going on to 
examine his motivation, and so on. We could then build up a picture 
of his reactions, among which might be, ii certain circumstances, 
raising the price ol the taxed goods to the people to whom he sells 
it. This then gives us one kind of answer to the question we have 
posed. But other individuals in similar objective circumstances might 
well react quite differently (because 'heir motivation, or knowledge, 
or expectations, are not the same), this would lead us to a more 
((ualified answer, along the lines ‘some will and some wall not*. 
Then we could go a stage further and find out whether any given 
individual reacts differently if his objective circumstances are varied 
in this respect or that, and this could be repeated for other indi- 
viduals too, and as we go on the answers we get are likely to become 
less and less clearcul. 
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But in all this wc have considered an individual reacting in a fairly 
set environment. This may be a valid representation of how things 
look to the individual himself, but it is not very sensible if we are 
concerned to analyse the general economic repercussions of a tax. 
Taxes affect large groups of people simultaneously, so that as they 
react in their several ways, these reactions are likely to produce sig- 
nificant shifts in the environment itself, and as a direct result of their 
reactions. Each by himself is insignificaikt, but together the effect is 
(or may be) quite substantial. Thus if the predominating reaction to 
the commodity tax is for sellers to raise prices to purchasers, this 
will lead purchasers to adjust their consumption pattern and pos- 
sibly also their saving pattern, which in turn will change »'elalive 
demands, prices, the composition of output, relative factor prices, 
personal incomes, and hence consumption and saving patterns again, 
and so on. By the time all these repercussions have worked them- 
selves out wc will probably find that every individual's economic 
environment will have been changed, though for many th? change 
may be negligible. But substantial changes may w^cll occur for people 
not initially or directly affected by the commodity tax in question, 
while others on whom it had a primary impact are much less affected. 
In this way the kind of answer wc reached earlier may have to be 
greatly modified in the light of the results obtained in this wider 
context. Moreover, all sorts of further compheation^^ will intrude 
about which some assumptions or other will have to be made (e.g. 
what kind of monetary policy the ('iovcrnmeni is pursuing, on what 
do wage levels depend, the relationships of the etonoin> to other 
economies, and so on). 

This broad frame of reference is not a suitable starting point for 
our analysis, but wc shall begin to tackle it in Part B. Pari A is con- 
cerned only with the narrower frame of reference outlined above, 
in which the individual’s reactions are examined within a fairly rigid 
environment. Households and firms will be assumed (a) not to ex- 
pect their actions to have any further effects upon their environment, 
and (b) to make their choices without being influenced consciously 
by the choices of others (i.e. there is no ‘cxpcctationar or ‘speculative’ 
element in their decisions). The resulting partial equilibrium micro- 
analysis will yield results that are correspondingly limited m their 
validity, but they constitute an important first stage in obtaining a 
more general picture of the effects of budgetary policy. 

One such limitation, which must be emphasized at the outset when 
it comes to interpreting our findings, concerns the meaning to be 
attached to phrases like ‘better off’ and ‘worse off’, to statements 
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that one situation is ‘preferred’ to another, and to the concept of 
‘welfare’ generally. Since the individual is here being presented with a 
carefully circumscribed field of choice in each situation that we con- 
sider, it must be clearly understood that to say he is ‘better off’ (or 
that his welfare is greater, or that he will prefer to be) in one position 
rather than another, refers only to his assessment of those particular 
outcomes open to him at the time, and only in the respects in which 
choice was permilted. Nothing more general than this is implied by 
the use of these terms. 



CHAPTER TWO 


Lump-sum Taxes on Persons 


The questions that have to be answered about direct taxes on persons 
concern ihcir formal mddencCy i.e. on whom are they actually levied, 
their effects on the behaviour of the taxpayer, i.e. how is his spending, 
saving and working affected, and finally the effects of these various 
reactions upon the economy generally. Since we are here only con- 
cerned with micro-cconomics, the last group of questions will be 
left until later (see Part B). 

Wc can begin our analysis by considering the simplest personal 
direct lax, the lump-sum per capita lax. This may be levied at the 
same fixed rate on all electors (the ‘poll' tax) or it may assume a more 
complicated form (as with the flat-rate contributions* paid com- 
pulsorily b> each class of insured person under the British National 
Insurance Scheme). The essence of a lump-sum tax is that the amount 
payable .shall not vary in response to any reactions that the tax- 
payer may exhibit. Thus, it must not depend on how much he earns, 
or spends, or saxes, etc. Any variations there may be in the rates of 
tax payable by different persons must depend on other criteria, such 
as age, sex, etc. However, as wc shall sec later, many taxes which are 
not thoroughgoing lump-sum taxes, may conveniently be treated as 
lump-sum taxes in certain respeits. Thus taxes which depend on 
marital status, t>pe of employment, or place of residence, may in 
some circumstances be considered lump-sum taxes, even though it is 
within the powers of the taxpayer to cliangc the way he is classified 
for liability to tax. In an ultimate sense there can be no tax which is 
strictly Tump-sum' in all respects, for a poll tax can be avoided by 
dis-franchising oneself, a compulsory national insurance contri- 
bution by emigrating, etc. It is really just a matter of degree, so that 
the drawing of any particular distinction of this sort will be a matter 
of judgment in the context in which it is to be used. 

However, just because a tax is so levied that the amount of tax 
payable does not vary with variations in spending, saving or working, 
docs not mean that it will not affect these things. Clearly such a tax 
reduces disposable income, and this must affect either spending or 
saving, and probably both. It may also affect the earning of income 
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by the supply of effort as well as from savings. These various possi- 
bilities we will now analyse with the help of some simple geo- 
metrical devices that will form the basis of the analytical technique 
to be employed throughout this part of the book. 

(A) EbFtCTS ON THE PATTERN OF SPENDING 

First let us consider the elTects of the lump-sum tax on the pattern of 
spending, assuming, initially and for the sake of simplicity, that the 
tax la met purel> at the expense of spending (i.e. income before tax, 
and saving, are left unchanged). To keep the analysis miinagcable. 



let us suppose that our consumer buys only food and clothing, and 
that, given the prices of these con n*f'dities, if the whole of his 
spendable m ome before tax had been spent on food, he would have 
been able to buy the quantity OA in figure 2.1, whereas if it had all 
been spent on clothing he could have bought the quantity OB. 
Since he can also bu\ a whole range of intermediate combinations of 
food and clolhinR w iih this same amount of money, nis consumption 
possibilities are indicated by the lint AB in figure 2.1. We will as- 
sume that the combination he prefers to all the others on ^5 is (2 
c 
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(where AB is tangential to the indifference curve aa) so that he buys 
OX of food and OY of clothing. 

When the lump-sum tax is imposed, we are assuming that he cuts 
his spending by the same amount. Thus in figure 2.2 the consumption 
possibility line is shifted from AB io CD. CD will be nearer the origin 
O than ABby whatever proportion the tax bears to total expenditure 



when there was no tax. Thus AC (the reduction in the maximum 
amount of food that can be bought) will bear the same relationship 
to OA as BD (the reduction in the maximum amount of clothing that 
can be bought) does to OB. Obxiously, then, CD will be parallel to 
AB. 

But there is no reason to suppose that the preferred pattern of 
spending in this new situation will simply be an equi-proportional 
reduction in the amounts of food and clothing purchased in the 
original preferred combination. Since the general level of con- 
sumption will have fallen, it may well be that more severe cuts are 
made in some items than in others, and in figure 2.2 the indicated 
new choice, R, illustrates a case in which a more substantial cut has 
been made in clothing than in food. 
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(B) EFFECTS ON SPEND[NG vs. SAVING 

Next wc can turn lo the effects of the lump-sum tax upon the decision 
whether to spend or save, without considering at this stage the actual 
palterns of spending or saving, and excluding changes in income be- 
fore tax. 

Here we need a simple framework within which we can consider 
what happens lo spending saving decisions through time, since saving 
is essentially the setting aside of resources now for use later. In order 
not to introduce unnecessar> complications, let us assume that the 
individual makes such decisions onl> over a two-period lime-span. 
These periods could be ‘this week' and ‘next week*, or ‘this year' and 
‘next >car', or ‘working life' and ‘retirement’, or what you will. In 
order to mainlain the greatest possible generality they w'ill simpjy be 
labelled ‘this period' and ‘next period' The situation confronting the 
individual can then be plotted as in figure 2.3. OVi is his expected 



income this period, and OV.^ his expected income next period, so 
that tlie combination is given bv the point Y. if our individual could 
borrow against fultue income without payment of interest, and save 
this period's income for use next period without cost or reward, 
then he could use his total income Y in any way he liked over the 
two periods. His possibility line is therefore /IS, a line drawn 
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through the point V at 45'* to each axis. Thus OB represents the 
maximum consumption possible this period (leaving nothing for 
next) and OA the converse. It will also be obvious that the distance 
YiB--Oy 2 , and ^ 2 ^-^ OVj. It will be assumed that individuals 
save (and borrow) only for their own consumption, and that all the 
income available in the two periods is consumed in the two periods 
(the case where people also save to make bequests is treated in 
Chapter V). He will have some preferred pattern of consumption 
over the two periods, and in figure 2.3 the case is illustrated where he 
chooses the combination X on A B (where it is tangential to the 
indifference curve cc) so that he spends OXi and saves A', of this 
period’s income, and in the next period spends on consumption not 
only the income of that period (OKo) but also the money saved 
(y 2 A "2 from the previous period. In this way the time- 

pattern of his consumption and the time-pattern of his income ac- 



crual are made to diverge so as to bring about a preferred distribution 
for the former. Note that if the points X and V were reversed in 
figure 2.3, the individual would have borrowed X^Yy and repaid it in 
the next period. Thus whether individuals are borrowers or lenders 
depends upon their consumption preferences relative to their in- 
come accruals through time. 
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So far we have been assuming that no interest payments or re- 
ceipts are involved in these saving-dissaving or borrowing-repaying 
operations. This limitation can now be relaxed. If saving has occurred, 
then when dissaving takes place, a sum greater than the original sum 
saved can be spent. Thus, in figure 2.4, instead of only ^ 2^2 being 
available for consumption next period for an initial saving of that 
same amount, the total receipt will be Y ^1, where X{/1 is the interest 



receipt. Obviously, the more is saved, the greater will be the interest 
received, and, converse)), the more that is borrowed, the greater will 
be the interest pa)meni. The possibility line, taking account of 
interest, will thcu-forc be CD m figure 2.4, which coincides with AB 
at Y (since no borrowing or lending occurs there) but diverges from it 
steadily the further the individual moves from Y (i.c. the more he 
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saves or borrows). The angular difference between AB and CD will 
be greater the higher is the rate of interest. 

Our individual will now have to make his choice from among the 
consumption possibilities indicated by CD, and on figure 2.5 it has 
been assumed that he would choose the combination 2', which means 
that although he reduces his savings, by comparison with the no- 
interest situation, from Xi to Zj Kj, he is nevertheless able to 
increase this consumption in both periods over and above what it was 
in the previous situation, due, of course, to the interest-receipt. It 
would, of course, be equally easy to construct examples where saving 
increased or remained the same, and to do the same for the opposite 
case where the individual is a borrower. It should be noted too that if 
the individual chooses to be at Y in the no-intcrest case, he will be- 
come a saver if interest is introduced, but other than this, nothing 
definite can be said a priori. 

Now what would be the effect of a lump-sum tax on all this? 



Figure 2,6 
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Assuming that it is levied at the same amount in both periods, then 
it will shift y to some such position as V in figure 2.6, where Kj 
(the amount of tax paid in this period) is equal to V 2 Y 2 (the amount 
of tax payable next period). The tax will not however affect the rate 
of interest payable or receivable, so that the new opportunity line, 
EF, through K, will be parallel to the old one, CD, through Y. It 
will now be one of the combinations of present and future consump- 
tion on EF that the individual will select, and in figure 2.6, it is as- 
sumed that the point chosen is W, so that consumption is reduced in 
each period. In general, the individual might reduce or increase the 
amount of saving he does, but fgure 2.6 illustrates the special case 
where the amount of saving in fact remains unchanged ( - -Zi Ti). 

(( ) EFFECTS ON THE PATTERN OF SAVING 

If the volume of saving is changed by the imposition of the lump- 
sum tax, the pattern of saving may also be changed. By the ‘pattern’ 
of saving is meant the lorm in which savings are held, i.e. their distri- 
bution between cash, deposit accounts at banks. Government 
securities, shares in public companies, etc. This choice normally 
involves weighing higher yields against increased risk, for usually a 
higher return on savings can only be anticipated if a greater risk 
of loss IS as'jumcd. A simple way of analysing the effect of a changed 



Figure 2.7 


40 


PUBLIC FINANCE AND BUDGETARY POLICY 


volume of saving upon the nature of the saving ‘portfolio’ is indi- 
cated in figure 2.7, which is analogous to the earlier analysis of the 
pattern of consumption in figure 2.2. Here it is assumed that the 
given amount of saving can be distributed between two kinds of 
asset, ‘safe securities' and ‘risky shares’, with the possible combina- 
tions available given by the opportunity line AB, It is assumed that 
the preferred portfolio is 0 before any tax is imposed. The lump-sum 
tax then shifts the opportunity line by the amount by which the 
volume of saving is reduced, say to CD, and a new choice is made 
from the combinations now available. In figure 2.7 it has been 
assumed that the individual ‘plays safe' when the volume of saving is 
reduced, and cuts down on investment in ‘risky shares' by more 
(WY) than he cuts the ‘safe securities' {VX), It is, of course, equally 
plausible, a priori^ to construct cases where the individual’s reaction 
is to take greater risks when the volume of saving is cut. Moreover, 
it should be remembered that, as we saw in the preceding section, the 
imposition of the lump-sum tax may leave the volume of saving un- 
changed, or even increase it. in the latter case we can throw the 
analysis of this section into reverse, while in the former case it be- 
comes irrelevant. 

If portfolio shifts do occur when the volume of saving changes, 
then we can no longer assume, as we did in the preceding section, 
that the rate of interest received or payable remains constant what- 
ever the volume of saving or borrowing that is taking place. This 
means that CD in figures 2.4, 2.5, and 2.6, and !T in 2.6. will no 
longer be straight lines, but will have to be redrawn to indicate the 
actual returns and payments as the pattern of saving and borrowing 
changes. But this redrawing of the lines through Y as curves through 
Y does not materially alfcct our earlier conclusions. 

But there will also be an effect upon the pattern of saving cvc/i if 
the volume of saving remaims unchanged, as it did in the case analysed 
in figure 2.6. This is because the fax may change the ‘riskiness’ of a 
share, and therefore upset the basis of classification used in the pre- 
ceding discussion. This can be seen if we approach the matter from a 
somewhat different angie. Let us assume the volume of saving to be 
unaffected by the tax, and consider only the various yicld/nsk 
combinations exhibited by the different assets available. Individuals 
arc assumed to desire high yield and to dislike risk, but since the two 
tend to vary together, this poses a difficult problem choice for 
them. 

To keep the analysis fairly simple, let us take ‘yield’ to mean the 
mathematical expectation of yield, and risk to mean the mathc- 
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matical expectation of loss. (Thus if a particular asset carries with 
it a 10 per cent chance of gaining £100, plus a 60 per cent chance 
of gaining £10, plus a 30 per cent chance of losing £10, the mathe- 
matical expectation of yield is one-tenth of £100 (£10) plus three- 
fifths of £10 (£6) minus three-tenths of £10 (£3), i.e. £(10 ; 6 3) 
--£13, Tlie mathematical expectation of loss pays attcnlion only to 
the negative items, and is therefore £3.) These combinations could then 
be plotted on a diagram, as in figure 2.8, where it is assumed that in- 
finitesimal gradations are possible in the combinations available, so 
that a possibility line such as OA could be constructed. There will of 
course be possibilities to the left of 04. but they will not be chosen 
since they involve more risk for the same yield, or less \ie!d for the 
same risk, as combinations on O 1. Arithmetic details of the points 
1 to IV arc given in the table on page 43. It has been assumed that 
each successise incieasc in vicid requires the bearing of more risk 
than the one before, and that the no-risk no*yield alternative (i.e. the 
point O) is also available. 



The indwidual has now to choose one of the combinations ot 
risk and yield indicated by y *1 in figure 2.8. Since he likes yield and 
dislikes risk, he w ill be better off the further he is to the right, and 
the lower down he is, and his indifferent curves will have the general 
properties exhibited b> the curve //, which is in fact the one as- 
sumed to be tangential to 04, and therefore indicating that the point 
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IV represents the preferred yield-risk combination in the absence of 
any taxes. 

if a lump-sum tax is now imposed, it will simply reduce all the 
possible outcomes associated with each asset by the amount of the 
tax. The precise effect on the mathematically expected loss depends 
on the overall probability of any loss at all occurring, but the general 
effect will certainly be to increase these expected losses. (See the 
arithmetic details of points I to IV in the table on the following page.) 
In terms of the diagram, this means that OA will be shifted to the left 
(to the extent that yields are reduced) and upwards (to the extent that 
risk is increased), so that the post-tax possibility line may look like 
BC in figure 2.9. Note that the no-risk no-yield option is no longer 
available. We have assumed that the chosen combination on BC will 
be V (where BC is tangential to the indilference curve indicating 
that more risk is assumed (OS instead of OR) but in spite of this the 
expected net yield (after tax) is reduced (from OY to OZ). 



As was pointed out earlier, this effect is different from that as- 
sociated with a change in the volume of savings as analysed in figure 
2.7. What is implied in terms of that figutc is a change in the nature 
of the "risky share’, and hence a change in the individual’s attitude 
to it, represented graphically by a shift in the whole preference 
structure as set out by his indifference curves. The lump-sum tax 
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thus has a two-fold effect on the pattern of saving. The first operating 
via any changes that may occur in the volume of saving, and the 
second through changes that are brought about in the risk-yield 
attributes of particular investments. 

(D) EFFFXTS ON THE SUPPLY OF EFFORT 

The earning of income, apart from Uiat accruing from capital, 
involves work of some kind, i.e. the supply of effort. In the pre- 
ceding sections of this chapter we have assumed that this income is 
given, but we must now sec whether the imposition of the lump-sum 
tax might not affect an individual’s decisions regarding the amount of 
work he is prepared to do, and hence the amount of income he earns. 



The relevant considerations can once njore be elucidated by a 
simple geometrical analysis. In figure 2.10 the amount of work done is 
measured in physical units along the horizontal axis, and, assuming a 
fixed rate of rew'ard, the amount of income earned (measured on 
the vertical axis) rises steadily as the amount of work increases, as 
shown by (9/1. The higher the rate of payment for work done, the 
steeper will 0.4 be, and if the rate of pay increases more rapidly 
after a certain amount of work is done (e.g. for overtime, or as a 
bonus) the 0/1 line w'ould rise more sharply at that point. Since 
individuals will in general prefer more income to less, but less work 
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to more, the indifference curves will have the general properties 
indicated by ee in figure 2.10, which is the indifference curve just 
tangential to OA, showing the case where OX of work is done for 
an income of O K 



Now how docs a lump-sum tax affect the situation confronting 
thi:^ individual? It reduces his income bv a fixed amount no matter 
how mucli he w'orks, and indeed he has to p i.' the tax even if he does 
no work at all, so that the effect v t‘> shift O I to BC, as shown in 
figure 2.1 1. where BC is parallel to U t, and the distance OU repre- 
sents the amount of the tax. The individual has now' to decide which 
of the post tax possibilities represented b\ BC he prefers, and in 
figure 2.1 1 he is assumed to choose to do OV work for a net rcw'ard 
of Oiy, which is less than the income he enjojed before (OY) but 
more than the income he would have had (OZ) if he had continued 
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to do the same amount of work (OX). Other possibilities are, of 
course, quite conceivable, and could be represented by appropriately 
plotted indifference curves. 

(E) EFFECTS ON THE DISTRIBUTION OF 
EFFORT 

Finally, we must turn to the decisions an individual makes con- 
cerning the directions in which his effort is expended. The con- 
siderations here are analogous to those outlined when considering 
the pattern of saving. Firstly, if the tax affects the total supply of 
effort, there may well also be a change in its relative distribution. 
But the tax will also affect the relative attractiveness of various kinds 
of work. This is because the tax reduces the net monetary rewards 
enjoyed by the individual, and so he may be forced to give up some 
unpaid or lowly paid charitable work in order to devote more time 
to better paid jobs. Thus, the overall amount of work done may re- 
main unchanged, but the rate of reward be increased by changing 
the nature of the work done. In terms of figures 2.11 this means a 
shift in the O 4 and ffC lines and a reconsideration of his preferences. 

(F) CONCLUSIONS 

From this analysis of the effects of a lump-sum tax upon the be- 
haviour of an individual, wc may conclude : 

Firstly, from section (D), that it may lead him to change the amount 
of woik be docs, and therefore the income which he earns. He may 
work more, in order to make up, in part at least, part of the income 
w'hich the tax takes aw'av from him, or he may get discouraged and 
work less, thereby reducing his income still further. Or he may 
simply be unalFcctcd by the tax as regards the amount of work he is 
willing to do. Flis precise reaction will depend upon his general 
attitude to work (he may have very clear and determined views as 
to w'hat constitutes a ‘fair day’s work’) and to the income which he 
earns thereby (he mav have heavy fixed commitments, like mort- 
gage payments, which force him to maintain quite a high level of 
net income, or he may be desperately anxious to maintain his general 
living standard, or, on the other hand, he may regard his marginal 
earnings as dispensable, and leisure as much more important). Which 
of these various attitudes proves to be the more powerful can only 
be discovered by the careful collection and interpretation of in- 
formation in each case. No general a priori pronouncements can be 
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made on the basis of theoretical analysis alone, for all that the theory 
demonstrates is the interplay of conflicting forces, with no determina- 
tion of any particular outcome. 

Secondly, from section (E), that the tax, through its effect on total 
disposable income and the amount of work done, may affect the 
distribution of an individuafs efforts between various occupations. 
But it will also have such an effect independently of the influences 
propagated through the actual volume of work done, for different 
kinds of work offer differing kinds of reward, and the tax affects 
only the monetary reward. To the extent that individuals have a 
range of choice open to them, they may switch from jobs with low 
monetary rewards but better general working conditions or high 
prestige, to jobs where The money is good' even though in other 
respects they are less desirable. Again, no general pronouncements 
can be made, it will depend on opportunities and attitudes. 

Thirdly, from section (B), that unless the individual works so 
much harder that he manages to restore his post tax income to the 
level he enjoyed when there was no tax, he will have to make ad- 
justments cither in his consumption expenditure or in his saving or 
both. The exact nature of this adjustment will depend on the lime- 
pattern of his desired consumption relatively to that of his income. 
It will also be affected by present and expected future interest rates, 
though it does not follow that he will necessarily save more when 
interest rates rise, or vice-versa. Again, the theoretical analysis only 
indicates what arc the crucial considerations, precise outcomes 
depend on the asstnibly and analysis of the rcle\ant empirical data. 

Fourthly, from section vC), that the tax will piobably affeci the 
pattern of saving, i.e, the distribution of the 'poufolio’ between risky 
but high-yield mg assets and riskK ?s but low-yielding ones. The 
critical elements here are similar o those concerning the distri- 
bution of work. There i> a possible effect via changes in the volume 
of saving, and a possible etfecl because tne balance between the 
pleasant and unpleasant attributes of each asset may be changed, and 
the outcome depends on how these changes interact with the indi- 
vidual's attitudes to risk-taking, etc. 

Fifthly, from section (A), that if the volume of consumption ex- 
penditure i^ alfected by the tax, then ns composition is also likely 
to be affected, for it is unlikely that a certain cut in the total will lead 
to prcci:>ely equi-proportionate cuts in each of the components. 

The space allolled to the analysis of lump-sum taxes here is cer- 
tainly not Justified by their importance in actual tax structures, but 
rather because they serve as a useful reference standard against which 
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to set Other taxes. By definition, the amount of a lump-sum tax is not 
affected by the behaviour of the individual taxpayer, so he has to 
take it as given, and his reaction to it is therefore rather passive. 
With all other taxes, there is some possibility of avoiding the tax, in 
whole or in part, by appropriate reactions, and what we shall be 
concerned with subsequently will be the extent to which various 
taxes present these possibilities, and the extent to which they are 
similar to a lump-sum tax. 



CHAPTER THREE 


Personal Income Taxes 


Taxes on personal incomes are the best known of the direct taxes. 
They normally involve a definition of income, uith ceitam ex- 
emptions, allowances or permissible deductions, the setting of a tax 
period, and the ap])lication of a tax rate, or, more commonly, a 
whole structure of rates. Before going into the more complicated 
cases which arise through particular problems associated with each 
c»f these elements ol ihe tax. we vmII first consider a straightlorwaid 
case where all such complications are, for the lime being, neglected. 

{\) A SIMPLL PRDPORnON^L INCOME TAX 

This will be analysed under the same general headings as was the 
lump-sum tax in the preceding chapter. 

(i) imers on tiif PAriiRN c^r spinning 
The income tax behaves exactly like a lump-sum tax in this respect, 
for it does not discriminate between the goods and scrxiccs available 
for purchase, but 'xerts an influence only through changes in tnial 
spending. 1 !ic analysis ol 'ctiun (A) of Chapter 11 i.^ therefore also 
valid here. 

(il) LIILCIS ON SPl NDING XS. sAVI.NG 

Here the income lax does have an impact diifcrent from that of a 
lump-sum lax, for not only does it reduce die initially expected in- 
comes, bin it also reduces interest receipts, and payments too if the 
latter are a permissible deduction from income for tax purposes. 
Thus instead of the analysis earlier associaltd v’ith figure 2.6, we 
must now conduct an analysis winch lakes account of this new 
feature in th ' situation. 

1 his is done in figure .Cl, where the first difference to be noted is 
that the proportional income tax will shift the pre-tax position Y 
to U, which is on o straight line (not shown) between O and Y, 
In the lump-sum lax case, V in figure 2.6 was equi-distant from Y 
both horizontally and vertically, whereas C in figure 3.1 represents 
D 
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an equi-proportional reduction in and Y.y instead of an equal 
reduction in absolute terms. The second difference is that the new 
possibility line is not EF (which is parallel to CD) but (///. This is 
because the income tax will also be levied on the interest receipts, 
thus reducing the effective net rale of interest received. Conversely, 
if interest pavinents are a permissible deduction from income for 
tax purposes, then this effectively reduces the net rate of interest 
payable on borrowings. Thus f/// will pass through V at an angle that 
leaves it somewhere between ZT/'and the no-intercsl case (not shown 
on figure 3.1) where the opportunity line would be at 45' to each 
axis. This ‘swing’ in the possibilit> line as a result of the imposition 
of the income lax is what is sometimes referred to as ‘the double 
taxation of saving’. 

As with the earlier analysis of lump-sum taxes, the precise effect on 
any individual's spending/ saving behaviour will depend on the 
desired time-pattern of his consumption expenditure in relation to 
the expected distribution of his income receipts through time. Al- 
though this is all that can be said about the post-tax as opposed to his 
pre-tax position, some more definite conclusions can be reached about 
the relative effects of a lump-sum tax and of an income tax of the sort 
wc arc here considering. In order to make the comparison strictly 
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one concerned with the form of the tax, we must eliminate differences 
in the total amount of tax levied under the two systems. The com- 
parison IS therefore between a lump-sum tax and a proportional in- 
come lax of the same yield from the individual in question. 

Such a comparison is made in figure 3.2, where the case of a lender 
is considered. Nevertheless, it will be seen that the same conclusiof.s 
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will follow', with appropriate changes in terminology, for the case of 
the borrower, since the situation depicted in the inset to figure 3.2 
would also arise if the point T fell in the range UH (the case of a 
borrower). As before, CD is the possibility line before tax, with Y the 
expected income m the two periods. The simple proportional in- 
come tax shifts y to I/, and swings the opportunity line to GH (as 
in figure 3.1). On this line the individual is assumed to choose the 
point r, where GIJ is tangential to the mdiffcrcnce curve ^‘(sec inset). 
Measured in terms of this period's income, the total tax payment in 
this situation is TS, where RS is a horizontal straight line through T, 
We now have to compare this with a lump-sum tax w'hich will also 
yield IS, The opportunity line resulting from ihe imposition of such 
a tax w'ill be IJ, which is parallel to CD at a horizontal distance of 
TS from it (e.g. HD - TS), Now because of the ‘swing' effect associ- 
ated with the income tax, the opportunity line U will be steeper with 
respect to the horizontal axis than will GH, Since !J intersects 07/ 
at r where the latter is tangential to an indiflcrcnce curve, fJ will 
intersect that indilTercnce curve (see inset), and itself be tangential 
to a higher one (iv) at \\\ which will lie to the left of T, 

Translated into evervday terms, this means lirstly, that the indi- 
vidual is better off under a lump-sum tax than under a proponional 
income tax of equal yield, and, secondly, that the individual saves 
more (or borrows less) under a lump-sum tax than under a simple 
proportional income tax of equal yield. Note, how^ever, that w'c arc 
assuming that expected income before tax and the gross interest 
rate are not affected by either tax, or else arc affected in the same 
way by both. 

(iii) LurcTS on thl pattern oi saving 
Here again we may distinguish two effects, one associated with 
changes in the volume of saving, and the other independent of it. 
Such effects as occur through changes in the volume of saving are 
analysablc m precisely the same terms as in the case of the lump-sum 
tax discussed in the previous chapter (sec figure 2.7), although the 
actual volume change will, as wc have seen, be difllTcnl. The effect 
on the pattern of saving, assuming that there is no volume change, is 
however rather different from that in the lump-sum tax case. 

It w'ill be assumed that the proportional income tax allows full 
offsetting of any losses that may arise, so that the t vX reduces ex- 
pected losses in the same proportion as it reduces expected gains. 
This means that for any point (such as IV) on OA in figure 3.3, there 
is a corresponding post-tax position (such as VI) on OD, on a line 
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from Ihc former lo the origin. The individiuilV opportunilv line is 
therefore rcall> OD, and if, as is assumed in figure 3.3, his chosen 
position on this line is Vll, this corresponds to a pre-tax position 
VIII on 0/1. Tlius what would have happened in this case v^ould have 
been a slight increase in riskbearinu (bv RS) b> the individual, with 
total riskbearing increasine b\ RF (since the Government, by 
allowing tax rebates on /ossiblc looses, bears the risk ST), The 
individual’s expected >ield nevertheless fa^s (by TV), while the 
C jovernment’s expected lax yield is VW. 

We can now ccmiparc this propr riional income lax with a lump- 
sum tax of equal yield, to see what the relative eifccts of the two 
taxes are in this respect. This comparison is made in figure 3.4, 
where OA and OZ), and the points Vll and Vlll, are the same as in 
the preceding figure. In addition we need to construct the oppor- 
tunity line resulting from a lump-sum tax which yields KIFfrom this 
individual. From our earlier analv:*'' xsee figure 2.9) w'c know that 
the lump-si m lax will shift a point such as VIII on OA to a point 
such as IX on BC\ while from figure 3.3 wc know that a simple 
proportional income tax with full loss offsets shifts Vlll to VII. 
These have both been so constructed in figure 3.4 that the respective 
tax yields arc the same ( kTF). All the other points on BC can similarly 
be derived by the application of a iuinp-sum tax of amount V\\\ and 
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the individual when confronted w'ith this lump-sum tax will there- 
fore lia\c to choose some point on B(\ Making the usual assump- 
lions about the struclure of individuals" preferences, the normal case 
would be the choice of some such point as X on BC\ which cor- 
responds to a pre-tax position XI on OA (where M.N VW), This 
indicates that the individual hears more risk (by Sl>) under a lump- 
sum lax than under a simple proportional income lax with full loss 
olfsiCls, where both taxes have the same yield, but that the total 
amount of nskbearing (i.e. by the individual and by the Govern- 
ment) is greater (by TV) under the latter than under the former. 
But in spite of the increased risk that is borne by the individual under 
the lump-sum tax, his expected income after tax is lower (by MV) 
than with the income tax. This is because of the very different im- 
pact of the two taxes upon the yield /risk attributes of any particular 
investment, resulting in choices having to be made from two 
entirely different post-tax possibility hues. In general terms, the 
individual will be better off (i.e. on a higher indifference curve) with 
the income tax than with the lump-sum tax. 

(iv) EFFECTS ON THE SUPPLY OF EFFORT 

Here again the proportional income lax differs in its effects from 
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the lump-sum tax analysed earlier (see figure 2.11). The immediate 
effect of the income tax is illustrated in iigurc 3.5, where OA is the 
opportunity line before tax, and OD is the opportunity line after the 
imposition of a simple proportional income tax. It cannot be said 



u priori whether he cho->en position on OD will in^olvc more or 
less work being done tha.. bei'orc, for it depends on the interplay 
of the same opposing influences as were mentioiicd before. The case 
illustrated in figure t.5 is that in which the individual increases the 
amount of W'ork he does (bv VS) md b> so doing raises his post- 
tax income slightly higher (at 07 ) than it would have been (at OU) 
if he had remained unmoved by the imposition of the tax. He is, of 
course, still much worse otf than he was in the pre-tax position (when 
ho did O V work for O Y income). 

If we now compare this outcome with that under a lump-sum tax 
of the same yield (as is done in figui , ' 'i) we shall find that the lump- 
sum tax Will always lead to more work being done than will the 
proportional income tax. We saw from figure 3.0 that under the 
latter tax the individual will end up in some such position as 1 in 
figure 3.b. where OD is tangential to the indifference curve gg. At 
this point he earned an income of OV\ of which VT was taken in 
tax. The equal-yield lump-sum tax must therefore also yield YT, and 
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the line HC in figure 3.6 represents the imptiel of such a tax (wheic 
OB \ T), Obviously, BC vvill pass throusih the previously chosen 
point I, and henre intersect the indilTerence curve that was 
tangential to 01) at that point, and itself be tangential to some higher 
indilTereiicc curve (for instance ff) somewhere to the right of 1 (for 
instance, at II). This shows that the individual is better olT in this 
respect under a lump-sum tax than under a simple proportional 
income tax of equal yield, and that he will W'ork more undci the 
former than under the latter. Moreover, it should be noted that this 
conclusion is quite unaffected if the point I is such that the individual 
works less there than he did before any tax at all was imposed. 


(\) hFFtnS ON THE DISTRIBUTION OF nrORF 
These will be similar to those analysed in section (E) of Chapter II, 
except that with a proportional income tax the disenminatory effect 
between well-paid and ill-paid work will be accentuated. This will 
make ill-paid work with unlaxed non-monctary rewards relatively 
more attractive than before. 
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(vi) CONCLUSIONS 

A simple proportional income tax may lead to more or less (or the 
same amount of) work being done as before, but whichever of these 
outcomes results, the amount of work done will alwa>s be less than 
it would be with a lump-sum tax of the same yield from the indi- 
vidual in question (see section (iv)). The income tax will also make 
ill-paid w'ork with untaxed non-monetary rewards relatively more 
attractive (section Tv)). The effect upon spending 'saving decisions 
will be to encourage spending and discourage saving relatively to a 
lump-sum tax of equal >ield (section (li)), but otherwise the effect on 
the pattern of spending will be th*' same (section (0). The effect on 
the pattern of saving (section (lii)) will be to encourage more risk- 
hearing than would have occurred under a lump-sum tax of equal 
>ic]d, provided Ihii the simple proportional tax allow- full off- 
setting ol losses. 


(B) SOMT C OMPLK ^T!ONS ASSOCIATED 
WITH INCOME FAXl-S 

As was pointed out at the beginning of this chapter, few (if any) 
income taxes even appri>ximalc to the simple proportional type just 
anaivsed. Thcte arc complications concerning the detinilion of 
income, concerning the deductions and *illowanccs to be permitted 
in adjusting actual or imputed receipt to taxable income, con- 
cerning the time element (in both assessment and collection), and 
concerning the rates of la\ tlicinselvcs. for there is seldom onl> one. 

Since we are not here concerned primarily with the legal and 
administrative problems associalt A w'ith taxation, wc shall take as 
our sMrting point here some t 3 pic I examples of such complications, 
without considering how or why they have arisen. Wc can then 
investigate their eftects upon the behavour of individuals, and see 
to what extent the conclusions we have just reached with regard to 
the simple proportional income tax have to be modified when these 
additional considerations arc taken into account. 

(i) IHF LLIINiriON Ot lAXABlli INCOMK 
Whatever svstem is used in defining income for lax purposes, it is 
commonly found that some classes of receipt get excluded, partially 
or wholly, from the tax base. Conversely, the individual may find 
that some of his receipts, which he does not consider to be part of 
his income, arc considered to be part of his income by the taxing 
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authority. Here, for the sake of arguinent, we will take as an example 
of the former the complete exclusion of capital gains (i.e. increases 
in the value of assets) from income as understood by the taxing 
authority. No attempt will be made to argue the case for or against 
such treatment, or to go into its wider ramifications. The kind of 
analysis which follows can, with appropriate modifications in 
terminology, be made equally applicable to the case of partial 
exemption (or taxation of capital gains at preferential rates), or 
even to any other kind of exemption, such as earned income allow- 
ances, and the whole analysis can be thrown into reverse to deal 
with the converse situation mentioned above. 

The effects of this upon the pattern of spending are no different 
from those analysed earlier, unless, or course, the actual volume of 
spending is affected differently. If we turn to spending 'saving decis- 
ions, there may be diflercnccs on two main grounds. Firstly, the way 
the tax falls on expected income (excluding the return from savings) 
now depends on the respective taxed and untaxed components 
thereof, and, secondh, the actual return on savings will be allected 
if this accrues wholly or partly in the form of untaxed capital gains. 
Thus, in terms of figures 3.1 and 3.2 above, an crratie element is 
introduced into the shifts from 1 to f/, and into the ’swinging' of 07/ 
with respect to LF or IJ, However, once this erratic element is identi- 
fied and plotted, the subsequent anal>sis comparing this situation 
with that under a lump-sum tax follows the same course, and will, 
in general, reach the same conclusions. Only in the special case where 
the whole return on savings is in the form of untaxed capital gains 
will a diffeient result emerge, for then there is nothing to choose 
betweecn the income lax and the lump-sum tax of equal \ield as far 
as this particular cfrc('t is concerned (for i.tH will not differ from FF, 
and when IJ is constructed it loo wall be found to coincide with 
them!) 

When wc turn to the effects on the pattern of saving, wc again find 
an erratic element introduced, this lime in the shift from OA to OD 
in figures 3.3 and 3.4. Obviously, those assets with which an ex- 
pectation of great cajiital gains is associated wall have their yields 
relatively little affected by the tax, while those where capital Josses 
(which cannot be set off against taxable income) are anticipated will 
have their risk component relatively unaffected. Once these compli- 
cations have been taken into account in constructing OD, however, 
and it has been plotted accordingly, the analysis follows the earlier 
course once more. If capital gains and losses are distributed pro- 
portionately to taxable income and oJfseltablc losses respectively, 
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then the analysis would be essentially the same as before. In other 
cases the structure of the analysis will change, but the conclusions 
emerging from the comparison with a lump-sum tax of equal yield 
will remain valid. 

The analysis of the effects on the supply of effort similarly affected, 
namely, the shift from OA to 0/J in figures 3.5 and 3.6 now depends 
on the capital gain component in OA at any given point. The 
handling ol‘ this situation should by now be familiar, and once again 
the results of the comparison with ihc lump-sum tax remain valid. 
I'inally, w'hen it comes to the effects on the distribution of effort, 
once we have identified the incidence of capital gains in the rewards 
from different kinds of work, we can analyse the discriminatory 
effects as before. 

(ii) PiRMissinij 1)1 noc HONS and aliowavcfs 
By permissible deduct ion^ are meant here those classes of expense 
that the taxing authority permits to be deducted from income (as 
defined bv it) in determining the sum on \\hich tax shall be charged, 
and for which it reijuires specific cMdencc tliat such outld>s have 
been made. By allowances are meant those sums that the taxing 
authority allows to be deducted from income (in its definition) 
W'iihoLil rcciuiring specific evidence of actual outlays (such as personal 
allowances, allow ance^ for children and other dependents, etc.). 

Where llie.se perniissiblc deductions and allowances are fixed in 
amount quite independently of the actual level or type of taxable 
income, then in most respects they can be treated analytically as 
lump-sum subsidies, anc the earlier an.il>sis of lump-sum taxes, 
thrown into reverse, will appl>. Simdarly, i^lhey are proportionate 
to income, the analysis of the iniplc proportional income lax, 
thrown into reverse, will apply V here such dcdiiciioiis and allow- 
ances arc more crialu in their impact, we can deal w'ilh them as wc 
did the exclusion of capital gains in the preceding section. But in 
the case of dedueiions linked to a specific class of expenditures, 
then there is clearly a further effect on the patiern of expenditure, 
for that class of expend ilurc becomes Vlicap'T' relatively to ex- 
penditures that have to be met c" of taxed income. The formal 
analysis of this aspect of permissible deductions would be the same 
as for an indirect subsidy on the expenditure in question (see Chapter 
X). 

One particular sort of permissible deduction is w'orth going into 
more fully however, and that is the treatment of losses. When 
analysing the simple proportional income tax we assumed that if 
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losses occurred, a tax rebate would be allowed at the same rate as 
that at which tax would be payable in the event of a profit being 
made. In practice this is often not so. There may be limitations 
imposed upon the amount of loss that may be so treated, or it may be 
stipulated that losses can only be set off against certain classes of 
profit, or only carried forward to be set off against any future 
profits that may arise, or, in the extreme case, not allowed at all in 
computing taxable income. It will be <‘onvenient here to treat only 
this last case, in order to bring out as clearly as possible I he effects of 
limiting loss offsets. 

The effects on the pattern of saving arc the most marked, although 
there arc also important implications for the distribution of effort, 
which will be mentioned briefly in due course. Returning for the 



moment to figure 3.3. we saw there that the tax with full loss off- 
sets reduced yield and risk proportionately. The tax with no loss 
offsets, on the other hand, reduced yield, but leaves risk unchanged. 
Thus, in figure 3.7, point IV on OA, which is the chosen position 
before tax, is shifted to the point VI on OD by the simple prop- 
ortional tax with full loss offsets. A simple proportional tax with 
no loss offsets, giving the same tax revenue A'T, would shift the 
point IV to XII on OE. It will be seen that with OE as the post-tax 
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possibility line, the individual has to assume more risk (by QR) 
111 order to gel the same net income (OX) Howe\er, if we compare 
the pioporlional income tax with no loss offsets with a lump-sum 
tax of equal yield, we still reach the same conclusion as before as 
will be Seen from hgiire ^ S Here it is assumed that the point chosen 



Oil OJ (i c the posMbilii> line after the imposition of the prop- 
oili inal income 1 1 \ with losb ollsets) i^ Xlll, winch corresponds to a 
pic position on O 4 of XfV A imp sum t\x of cquil McId (FH) 
woiilJ shill XIV to \V on BC (co nparc points Iv and V on figure 
2 ^)) BC then plots all the othci shifts that would result from a 
lump sum 1 1 \ o( amount /// It is obvious thit the point chosen on 
BC (tor instance, \VI in figure 1 8) will be inferior in the e\cs of 
the indi\idual (since kk is a lower indificre»"''e cuive than //) to that 
attained under the proportional lax without los> oFsets (while this, 
in turn, is ii fcrior to the propoK lal tax with full loss oflsets) 
where cacn tax raises the same re\enue from the individual m 
question 

In genual, whii is happening is that the relati\e attract nencss of 
^anous alternatives is being changed, with consequent effects upon 
the choices ihit are being made In the case analysed here it is the 
choice of asset-holdings that is being considered, but similar reper- 



62 PUBLIC FINANCE AND BUDGETARY POLICY 

cussions could be analysed concerning the effects on the relative 
attractiveness of jobs (according to the risks involved), especially 
in conjunction with the complications to be raised in section (iv) 
below. Thus what our present analysis does is to introduce a further 
discriminatory cfTect into the analysis of sections (C) and (E) of 
Chapter II, in addition to those mentioned in section (A) above. 

(iii) COMPLEX RATE STRUCT URCS 

In a roundabout ^\ay we have already introduced some variations 
in the rate structure, for the exemption of some sort ol' receipt, 
permission to deduct certain expenses, and fixed allowances, all 
affect the effective rale of tax, and may do so in a systematic way as 
between different levels of income if, for instance, the exempted 
receipt (or permitted expense) is usuallv contined to tlic carjicrs of the 
higher incomes, or, coinersely, if the allowance is fixed in money 
terms irrespective of income. In the former case an ostensibly 
proportional tax will, in clTect, fall at a greater rate on the lower 
income groups than on the higher, and conversely in the latter case, 
without there being any departure from the proportionality of the 
lax rate. 

But we must now take account of deliberate variation of the tax 
rate itself. As an example wc can take the case of a progressive Kite 
structure, i,e. one where the rate of la\ (and not simply the amount 
of tax payable) rises as taxable income rises. The commonest w^ay 
of achieving this is by stepping up the tax rate on each successive 
‘slice’ of income, c.g. allowing the first 500 units of income free of 
tax, charging tax at a rate of 5 per cent on the nexi 100, 10 per cent 
on the next 100, 25 per cent on the next 100, and 50 per cent on the 
remainder. 

If such a progressive tax leaves the individual with the same sum to 
spend (on goods and services other than leisure) as did the propor- 
tional income tax we considered earlier, then the analysis as regards 
the pattern of spending conducted there will still be valid. The to<al 
amount the individual is willing and able to spend on such goods and 
services depends, of course, on the effects of the progressive tax on 
the supply and distribution of effort and of saving. Nevertheless, it 
remains true that a progressive income lax will affect the pattern of 
expenditure only indirectly via its effects on total expenditure. 

The effect on decisions to spend or save can be analysed in a way 
essentially similar to that pursued in figure 3.2 above, which dealt 
with a proportional tax. For the case of lenders this is done in figure 
3.9, where CD is again the pre-tax position (including the effects of 
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inlcrcsl on ihc consumption possibilioes), with }' the pre-tax income, 
V the post-tax income under a j'roportional income tax, and r(on 
OH) the chosen time-pattci n of consumption under that tax. IJ 
represents all poini-> at which the tax \icld w-ould be the same as it is 
at 7 , and is also the possibility hne generated by a lump-sum tax of 
that amount (JD or /(’). The question we now- have to answer is 
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what would be the effect of a progressive income tax of that same 
yield. The first thing to note is that a progressive tax, because of its 
dis-proportionate impact upon fluctuating incomes (analysed more 
fully in section (iv) below) will shift Y not to U but to somewhere 
in that part of the ‘wedge’ formed by a line through OY and the 45 ' 
line from the origin, that lies below the horizontal line diawn left- 
wards from Y. In figure 3.9 it has been assumed that the shift is 
from Y to R, The second thing to no*e is that as lending increases 
and interest receipts rise, the rate of tax rises too with a progressive 
tax structure, hence the post-tax possibility line RK diverges from 
CD at an increasing rate as the individual moves from R to A', 
similarly, when borrowing is taking place, RL approaches CD at an 
increasing rate as the individual moves from R to L. The condition 
of equal tax yield requires that the individual's chosen position must 
be somewhere on IJ, and it follows necessarily that the marginal ta\ 
rate under the progressive tax at the intersection of A A and IJ will 
be greater than that under the proportional tax {CH). Now from 
the way in which successive indifference curves intersect [J as one 
moves along it, it will be clear that KL can only be tangeniial to an 
indifference curve on IJ at some point below T (i.e. between 7" and ./), 
and such a point is illustrated in figure 3.9 b> 5. An examination of 
this result will show that the individual is worse off at .S than at T 
(and, a fortiori, than at and hence will prefer a proportional 
(and, a fortiori, a lump-sum) tax to a progressive tax of equal >ield. 
Moreover, it will be seen that the indixidual will lend less (or, in 
the converse case, borrow more) when confronted with a pro- 
gressive tax than when confronted with a proportional tax (oi, a 
^ortiori, a lump-sum tax) of the same yield. 

There will, of course, be effects on the pattern of saving through 
any such change in the volume of saving, but there will also be effects 
even if it were unchanged. In terms of the earlier diagrammatic 
analysis (figure:^ 3.7 and 3.8) the post-tax opportunity line under a 
progressive lax differs from that under a proportional tax for tw'o 
reasons. Firstly, in general, higher average yields are affected more 
and lower average yields less, except that, secondly, fluctuating fields 
are affected more than stable yields (see next section). Unless it is 
assumed that ‘fluctuating yields’ and ‘risk’ are systematically associ- 
ated with each other, this will introduce an erratic element into the 
shift from the pre-tax to the post-tax possibility line. With the rather 
simple concept of risk we arc employing (i.e. the mathematical 
expectation of loss) no such association is implied, for a ‘fluctuating’ 
yield may simply mean a wide range of positive expectations, and not 
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necessarily any negative ones. This indicates one of the weaknesses 
of ovcr-siinplified concepts, but rather than tackle the problem by 
more sophisticated methods, it will probably be more enlightening 
to leave the analysis as it stands at Ihis point, and rest content with a 
few general qualifying comments. Clearly those parts ot the port- 
folio offering high, fluctuating, yields will suffer more tax under a 
progressive than under a proportional rate structure, while those 
offering low, stable, yields will suffer less. The outcome upon the 
actual choice of portfolio in any particular case does not depend 
entirely upon this aspect of the situation, however, but aKo upon the 
nature of the provisions for offsetting losses (lor these can act as 
averaging devices to ameliorate oi even cancel out the discriminatory 
effects of progressive taxes on some fluctuating yields), and, ulti- 
mately, upon the indoidual s own particular attitude to yield and 
risk (i.c. will he decide lo lake more risk in the hope of recouping 
part ol the income lost in tax, or will he shift to less risky investments 
once the Tisk premiunf has been reduced?). 

When we turn lo the effects of a jnogrc"^ »ive lax on the supply of 
effort, we sec from ligure 3 10 that the nre-lax ineome line OA is 
shifted to some such position as OL\ We cannot say, a priori, whether 
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the point chosen by the individual on OE will be one where he does 
more or less work than he did before tax, for the same reasons as 
those given earlier (see section (F) of Chapter II). In figure 3.10 is 
illustrated the special case where the point (111) chosen on OE in- 
volves the same amount of work (OP) being done as in the no-tax 
case, though for a net income of OQ instead of OR. 

If we compare the effects of this progressive lax with those of the 
simple proportional tax and the lump-'jum ta'c, we can reach a more 
definite result. Here we conduct the same sort of analysis as in 
figure 3.6 above, comparing taxes of equal yield. Thus in figure 3.1 1 
the curve OE represents the possibility line after the imposition of the 
progressive tax, on which the chosen point is III (compare figure 
3.10), and the amount of tax paid is QR, leaving a net income of OQ 
for doing OP work. If a lump-sum tax is now imposed which gives 
the same yield QR ( OB) from this individual, it would produce the 
possibility line BC\ which will obviously pass through the point III, 
intersecting the indifference curve ////, and being tangential (at II) to a 
higher indifference curvef ;{^)somewhcrc above and to the right of III. 
Thus we find, as with the proportional income tax, that the indi- 
vidual will both feel better off and do more work unSer the lump- 
sum tax. But what about the progressive versus the proportional 
income tax? Irom figure 3.12 (whith is a sort of fusion of figure 3.6 



Figure 3.11 
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and 3.11) it will be seen that the proportional income tax will give 
an intermediate outcome (1) between the lump-sum tax case (11) and 
the progressive tax case (111). This is because to be an equal yield tax 
it has to leave the individual somewhere on Bi\ while, being a simple 
proportional tax, it will generate an opportunity line which is a 
straight line from the origin (OP). Tor the individual to choose the 
point on an opportunity line where it intersects BC\ the opportunity 
line must be tangential to an indiireuMicc curve at that point. We 
therefore have to find a point on HC where a straight line from the 
origin is tangential to an indifference curve. By inspecting the angles 
at which successive indifference curves intersect BC as one moves 
away from point Jl in either direction, it will be seen that the point 
we arc looking for (1) must lie somewhere between 11 and HI (see 
inset to figure 3.12). Moreover, by similar reasoning it can be shown 
that a regrcssi\e income tax will lead the individual to choose a 
point on somewhere between I and 11. 

These fiixlings ma> be mterpTctcd in another, less technical, way 
by referring back once more to the two conflicting forces that de- 
termine the overall effect of an income tax upon the supply of effort. 
The first, or "income effect', stimulates the individual to t jke less leisure 
(do more work) in order to offset, in part at least, the income- 
reducing effects of the tax. The second, or ‘substitution effect’, 
leads to more leisure being taken (less work being done) because the 
marginal ta> rate reducers the net reward for work (which is the price 
of leisure) hence making leisure more attractive relatively to other 
goods and serMces. Now within the framework of reference being 
used abi)vc, the ‘income effect’ of each of the taxes is precisely 
the same, because each is assumed to give the same >icld in lax 
revenue from the individual in question. Differences in the indi- 
vidual's reactions nuist therefore be due to dilTercnccs in "substi- 
tution effects’. Such differences will arise because of the differing 
marginal rates of' tax in each case, these being highest in the case of 
the progressive tax, and lowest (indeed zero) with the* lump-sum tax. 
Thus the rating of successive taxes in Iheir effects on the supply of 
effort follows their respective ratings according to their margin.il im- 
pact on rewards. Hence vve may conclude that whafever may he the 
effects on the supply of effort relatively to the pre-tax position, provided 
that each tax has the same yield from the individual in question, less 
work will be done with the progressive lax with any of the others, 
less with a proportional tax than with a regressive or lump-sum one, 
and less with a regressive than with a lump-sum lax. 

Finally, the effect on the distribution of effort depends on much 
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the same sort of considerations as were crucial in determining the 
effccl on the savings porlfoho. Effort offering a fluctuating taxable 
return will be more heavily taxed than that offering a stable taxable 
return, but the overall effects depend also upon the non-laxed returns 
and upon the altitude towards income and work displayed by the 
individual in question. 

Our most important results are that a progressive rate structure 
which fakes the same amount of tax Jrom an indnkhial as a simple 
proportional tax will tause him both to work less unci to save less than 
under the propot tionul rate structure, though this does not necessarily 
mean that less work will be done or less income saved than in the 
pre-tax siliiaiion. The only effect on the pattern of spending will 
be that which operates througli the volume of spending and the 
effects on the distribution of savings and clfort are uncertain. 

(iv) IlMING 

It is in coniLinciion with non-pioportional tax rates that the prob- 
lems associated with timing become moii acute, for, with a pro- 
gressive (or aggressive) tax, incomes disiributcd unevenly through 
time bear more u^r less) tax than an income of tlic same aggregate 
amount which is spiead e\enl> through time, as will be seen from 
the arithmetic example set out in the table on the following page. 
Thus occupations or invcslmenls offering fluctuating returns are 
more heavily taxed with the given rate structure, and there may there- 
fore be some cifert on the distribution of »:lforl and on the pattern of 
saving. 

This raises the whole piobicm of the choice of the unit period in 
determining taxable income. Jfa vear is take** sirictl> as the period of 
assessment, then this means that a eraging of income through lime 
occurs without restii^'tion within the tax year, but n absolutely 
ruled out between one ycai and another. t)flen, an intermediate 
position is taken up by the tax authonii'^s, whereby a year is taken 
as the normal period of assessment, but there are special provisions 
lor averaging annual taxable income over a limited number of 
years. It will be seen from the table on the next page that if it were 
permissible U ' take any tw'o con.>ccu. * \ ears and average out taxable 
income bciwccn them, the tax liability of all but individual A would 
be reduced. It has been argued that the proper period of assessment 
for any individual is b's whole life-lime, and that cumulative aver- 
aging should be permitted so as to attain this, but so far the ad- 
ministrative complications involved have precluded any attempt to 
reorganize personal direct tax assessments along these lines. 
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Against this it has been argued that cumulative systems have 
marked disincentive effects, especially when operated through with- 
holding systems of tax collections. If income falls sharply, then it may 
not be simply that tax payments cease, but that tax rebates arc paid, 
which may be of quite considerable magnitude. It is alleged that this 
leads to the taking of ‘tax holidays’, i.c. periods away from work 
when one lives on one’s tax rebates. Conversely, of course, when in- 
come rises once more, the tax payment also rises sharply. Both these 
effects arc illustrated in the tabic on the next page. In the matter of 
the time distribution of effort, however, it is difficult in principle to 
determine the more likely outcome, for we arc again faced with the 
problem of assessing the effects of the tax system upon two con- 
flicting desires, that for income and that for leisure. Some people 
may, under a withholding system of the type just described, be 
strongly influenced by the violent swings in the apparent price of 
leisure that occur when income fluctuates from week to week, and 
therefore tend to even out the supply of effort through time. Others 
may regard the high lax payments of one period as a sort of ‘forced 
saving’ which they will use to finance leisure at some later period. 
The only firm conclusion that can be reached in principle is that the 
method of tax collection, as well as the amount collected, is a relevant 
consideration in assessing the clfccts of personal direct taxes. 


ILLUSTRATION OI IHF irUCTS OI PR(XiRFSS10N ON TAX PA^MINIS WHfN INCOMIS 
ARI UMVINIY OISIRIBUltO rUROUCiH TIMi 


Assumed tax structure : 20 per cent on first 100 units of taxable income, 40 per 
cent on next 100, 60 per cent on next 100, and 80 per cent on ihc remaindei. 



Period 

1 

Pei lod 
if 

Pci iod 
111 

Pei iod 
IV 

Pei iod 

V 

Total 

Indi\idiial A 

Taxable income 

200 

200 

200 

200 

200 

1,000 

Tax payment 
Individual B 

60 

60 

60 

60 

60 

300 

Taxable income 

100 

100 

200 

300 

300 

1,000 

Tax payment 

20 

20 

60 

120 

120 

340 

Individual C 

Taxable income 

0 

200 

400 

300 

100 

1,000 

Tax payment 

0 

60 

200 

120 

20 

400 

Individual D 

Taxable income 

1,000 

0 

0 

0 

0 

1,000 

Tax payment 

680 

0 

0 

0 

0 

680 
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CUMULATIVE AVERAGING UNDER ILLUSTRATION OF THE FFFtCTS OF A WITH-HOLDING 
SYSTEM Wim TAX REBATES 

Distribution of income through time and tax rales the same as in the preceding 
table. Cumulative averaging over entire five periods, so that overall aggregate 
lax payments the same in each case, although marked variations occur in the 
timing of these pa>mcnts. 


I mini dual A 

Period 

1 

Period 

11 

Period 

111 

Period 

JV 

Period 

V 

Total 

1 . Taxable income 

200 

200 

200 

200 

200 

1,000 


2. Cumulative 
average taxable 
income per 


period 

3. Average amount 
of tax due per 

200 

200 

200 

200 

200 


period 

4. Amount of lax 

uO 

60 

60 

60 

60 


already paid 

5. Amount of tax 

- 

60 

120 

180 

240 

300 

due cunentl> 
Individual D 

60 

60 

60 

60 

60 


1. 

100 

100 

200 

300 

300 

1,000 

2. 

100 

100 

133*3 

175 

200 


3. 

20 

20 

33 3 

50 

60 


4. 


20 

40 

100 

200 

300 

5. 

20 

20 

60 

100 

100 


Jndhidual C 

1. 

0 

200 

400 

300 

100 

1,000 

2. 

0 

100 

200 

225 

200 


3. 

0 

20 

60 

75 

60 


4. 

- 

0 

40 

180 

300 

300 

5. 

0 

40 

140 

120 

0 


Individual D 

1. 

1,000 

0 

0 

0 

0 

1,000 

2. 

1,000 

500 

333*3 

250 

200 


3. 

680 

280 

146 b 

90 

60 


A. 


680 

560 

440 

360 

300 

5. 

680 

- 120 

- 120 

- 80 

~60 





CHAPTER FOUR 


A Direct Expenditure Tax 


A direct lax on personal expenditure is a tax on the individual levied 
according to his total expenditure (instead of according to his total 
income, as in the previous chapter). It is to be distinguished sharply 
from an indirei t tax on expenditure, such as a salc^ tax, which is levied 
at a rate (or set of rates) which docs not vary with the circumstances 
of the particular individual paying the tax. F undamentally, a direct 
expenditure tax is based on the proposition that expenditure is 
better than income as an index of taxable capacity. The merits of 
this proposition will not be discussed here. Instead, the dnal>sis will 
be confined to an assessment of the likely elFccts of such a tax, if 
adopted, upon savings, spending, the supply of clfort. etc., in com- 
parison with an income tax yielding the same amount of tax from the 
individual in question. Fi)r simplicity's sake, it will be assumed that 
the direct expenditure tax is a simple proportional tax, as will be 
the income lax with which it is compared. The complications as- 
sociated with a direct expenditure tax will not be introduced here, 
however. This is not because there are no such complications, nor 
because they are animpurlant but rather because they arise in the 
same way as did the complications associated with income taxes, so 
that, making the necessary ad|uslments in terminology, the con- 
clusions reached in section (B) ol die preceding chapter will apply 
here too. 


(A) A TWO-VARIABLI ANALYSIS 

So long as all expenditures rank equally in calculating the tax base, 
there will be no effect on the pattern of spending except that generated 
through changes in the volume of Siiending. Similarly there will be 
no effect on the pattern of saving or the distribution of effort except 
those that occur through changes in their respective totals. It is 
therefore changes in total spending, total saving, and the overall 
supply of effort on which we must concentrate our attention. 

The effect on decisions to save or spend out of a given income 
can be analysed quite simply by relernng back to figure 3.2. There 
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the pre-tax income Y was shifted to Uby the simple proportional in- 
come tax, and the consumption opportunity line shifted (and swung) 
from CD to GH, On GH the individual chose to be at T, where the 
tax yield was TS. Now what would the opportunity line look like 
that resulted from the imposition of a simple proportional direct 
expenditure tax which gave this same yield in tax? Clearly it will be 
IJ (which is parallel to CD at the required distance TS from it). We 
already know that the preferred point on A/ is W, so this must be the 
preferred position under the expenditure tax, so that our conclusion 
is the same in this case as when wc were considering the lump-sum 
tax, namely, that the individu«il is better off than with the propor- 
tional income tax, and that be saves more (or borrows less), as- 
suming that the tax yields arc the same. Within this framework of 



Figure 4 I 

equal yield taxes, the differences in the way the tax is calculated can 
be illustrated with reference to figure 4.1. Here, the lump-sum tax is 
simply a fixed amount TS ( WM -JD). bor the simple proportional 

TM WI 

income tax the rate of tax is — (- 7 ^ 7 -), for ON is the tax base 

ty/v 

(total income) and TN the amount of lax. For the simple propor- 

WL TN 

tional expenditure tax the rate of tax is ,^,( - ^_), for OW now 

OW OT 
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the tax base (total expenditure) on which the amount of tax WL is paid. 

The above conclusion concerning spending vs saving was how- 
ever based on the assumption that pre-tax income (C D) was fixed. 
Now CD depends on earned income and the rate of interest, so we 
must consider whether these are likely to be difieient under a direct 
expenditure tax from what they would be under an income lax li 
saving increases (or borrowing decreases) for all individuals under 
the expenditure tax, then, other things being equal, one would ex- 
pect the rate of interest to tall But this can only be a relatively small 
adjustment, and will lead onl> to a moderation of the magnitude of 
the shift, not to an> substantial chmge in our conclusions 

A more important consideration 1 *^ how the expenditure tax will 
alfect the supplv ot efiort The search for an answer to this question 
IS made more difficult bv the fact that the earning of mote income 
by increasing the supply ul effort docs not, in ilsclt, increase the 
liability ot the indnidual to the expenditure tax, for it is only when 
some or all ot these proceeds arc spent th it thev enter into the tax 
base This means that we teall> need an anal>tical Iramework which 
can simultaneous^ tike account of the relative effects of the two 
taxes on spending, saving, and the suppK ot effort But before we 
go on to constiiici such a framework we will first considei this 
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problem within the same two-variable context as has been employed 
hitherto. This will have the incidental effect of emphasising an im- 
portant limitation upon the validity of our earlier results, which must 
now be made explicit. 

The analysis of consumption vs. saving has proceeded on the 
assumption that the amount of work done (or leisure enjoyed) is 
held constant. We could then go on to consider the effects on leisure 
vs. saving on the assumption that spending is constant, and finally 
the effects on leisure vs. consumption, holding saving constant. Let 
us briefly run through these last two cases in turn. In figure 4.2 we 
assume that consumption is fixed at a level O'O. As leisure is given 
up (i.e. as the individual moves from h tow'ards O') more income is 
earned (as indicated by ch), this income first going to meet the fixed 
consumption expenditure (i.c. in the segment oi' ah 1>ing below the 
horizontal axis from O), but once it exceeds O’O it is saved. An in- 
come tax shifts ah to cA, and let us assume that the individual chooses 
to be at thcr point 1 on this post-tax possibility line. It is now a simple 
matter to construct the possibility line resulting from an cqual- 
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yield expenditure tax, for w ith consumption fixed it is equivalent to a 
lump sum tax Thus, m figure 4 2 the expenditure lax line is de 
(parallel to ah^ through I), and on this line the chosen point will 
obviously be somewheie between 1 and r/, for instance at IT Thus, 
in these conditions, the expenditure tax will lead to more saving and 
more work (less leisure) than will an income tax ot equal Mcld, anO 
the individual will fed betlci off under the former than under the latter 
In figure 4 1 saving is the constant term (at a level of O O), and 
again, as leisure is given up and income earned, hrsl of all (between 
h and it goes to finance saving but thereafter it is spent on con- 
sumption (i e above the horizontal axis Irom O) The income tix 
shifts ah io (h before, and we will assume again that the chosen 
point on r ft IS 1 The line di can then be constructed to shc^w all the 
points at which the tax vicid from this individual is the same as at 1, 
and the position chosen under the expenditure tix must consc- 
quentlv he somewhere on this line But this line dc is not itself the 
opportunity line confrontiim the individual when an expenditure 
tax IS imposed for he docs not become liaolt to ta^ until he makes 
crnsumption expenditures, and these do not commence until his 
income line ah reichcs r A simple pronortional expenditure tax 
will tlKrclore shift his opportumu line to some sucli position as /c^ 
leaving the scument ot ab unaffected Ckarlv, from the wa\ m 
which successive indiflciertc cuives intersect dt the point on it at 
which a straight line from (such as !>) will tangential to an m- 
difiercncc cuive, must he somewhtre bebw the point 1 (e g at II) 
III hgure 4 1 ffeiicc wc mu <onciudc, wPhin the issumptions we 
arc at present making, that the expenditure ^a\ will lead to less 
consumption and less work (more leisure) than m income tax of 
equal yield, and that the individi I will feel vvoise off under the 
former than under the I ittci 

We can now labulaU the results wc have achieved with the two- 
vanablcs-at a timcanai>sis as follows 


I eisuK 
hiiihc \/ umii » 

( msuniplion 
hif^hcs/ unckf 

hii^hc s It iit 

1 

1 WedatL 

]^l im ht 


1 (HXLD) 

Income tax 

txpendiluie 

tax 

1 Expend it 111 c 
tax 

I iquie 3 2 

2 Income tax 

(1 IXI 13) 

Fxpcndituie 

tu 

1 xpendilurc 

I igure 4 2 

3 txpendituic 
tax 

Inconie tax 

(hIXt D) 

1 

Income lax 

i 

I igurt 4 3 
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It will be seen from the table that the relative disincentive effects of the 
two taxes depend on whether it is consumption or saving that is held 
constant as income rises. 

But ‘two-variables-at-a-timc’ is not only an artificial constraint, 
but in this case also an unhelpful one. Moreover, it has the effect of 
limiting the validity of the equal-yield condition by imposing limita- 
tions on the scope the individual has for adjusting to the tax changes. 
So the time has come to extend the analysis so as to allow all three 
main variables to change simultaneously. This will involve intro- 
ducing a third dimension into the geometry with some consequent 
visual complications, but the method of analysis is nevertheless 
essentially similar to that cmplo>cd so far. In fact, the two-variable 
analysis can be extracted from the three-variable analysis, a^ will be 
seen in due course, since the former is but a special case contained 
within the latter. 



Figure 4.4 
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(B) A THREE-VARIABLE ANALYSIS 

On the three axes of figure 4 4 are represented the three important 
variables we are inltrcskd in, vi/ consumption leisure and savmg 
If an individual is thought of as starting at the point r, where he does 
no work (i c has the maximum amount of leisure) and conse- 
quently earns no income w ith which to savc or buy consumption goods, 
he can give up some of this leisure (i c move from r towards O) 
and as he does so he acquires income which he can distnbutc between 
consumption and saving as he wishes A movement along would 
mean that the whole ot this income is saved, while a movement along 
\ would mean that the wliolc ot ineome is spent on lonsumption, 
while the more hkelv case where some income is used for each is 
rcpicscntcd by a movement to an inUrniediaic position somewhere 
on the surface ol tl e possibility plane \u A whole series of such 
h>pothetieally chosen points, one toi e\uh k>el ot income (i c for 
each amount of leisure taken) is shown b\ the line rci, which indi- 
cates that for the individual in eiuestnui the proportion of his income 



Consumption 


I igure 4 5 
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saved increases as income increases. This can be seen more clearly 
by considering the line zs\ which plots the vertical height of the 
various points on zz^ (c.g. the point 1 has a height represented by 5i). 

It will be seen that the ratio ^ is much higher than (he ratio or 

Oy 

indeed of any other such ratio given by the relationship between a 
given point on zs and the point vertically above it on zy. These ratios 
obviously express the proportion of income saved, so that they in- 
crease as income increases (i.e. as leisure decreases). The obverse 
of this ean be seen by comparing the line zc w ith zx, which shows that 
the proportion of income consumed falls as income rises. This brief 
excursion into the implications of figure 4.4 is intended simply as an 
orientation exercise before wc put it to work on the problem in hand, 
namely, to explore the relative cllccts upon consumption, saving, 
and work (leisure), of a diicct expenditure tax and an income tax of 
equal yield. 
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Let us consider an income tax first. Clearly it will reduce the in- 
come derived iiom giving up leisure, whether that income is saved 
or spent. It will therefore shift the whole possihilit> plane from \yz 
to some such position as ahz in figure 4 S An expenditure tax, on the 
other hand, falls only on that part of income that is consumed, so 
that if all income is saved no lax is payable at all. The possibilitv 
plane after the imposition of the expenditure tax thus has z\ m 
common with the original possibihrv plane, but diverges from it 
increasingly as consumption increases as shown by chz in figure 4 6. 

Having thus cslabliHied the charaaeristic pattern of shift for the 
possibility pliiiie under each tax, wc have now to establish the meaning 
of the equal yield condition in tcims of our diagiam It will in fact 




1 jguic 4 7 


imply a parallel shift of the original plane tv-*., to some such position 
as ejg in figure 4 7. The tax yield in this case is \f, >vhich is equixalent 
to the sum required to pay lor an amount of consumption vc, and 
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to the amount of income that could be earned by giving up zg of 
leisure. 

We will now mix these ingredients together. First, we will impose 
the income tax, as in figure 4.5, and suppose that on the resulting 
possibility plane (ahz) the individual chooses some point such as II 
in figure 4.8, which means that he takes 00 1 of leisure, and with the 
income he earns by sacrificing OiZ of leisure he buys OiC^ of con- 
sumption goods, and saves These readings are obtained by 



constructing the cross-section plane {OiUibi) through II parallel to 
0.vj\ Secondly, we have to introduce the cqiial-gield condition, i.e. 
indicate all the points at which the tax >ield would be the same as at 
II. This involves constructing a plane such as cfg in fig.trc 4.7, which 
will pass through the point II. Since all points on aibi in figure 4.8 
would in fact give the same tax yield as the point II (since all in- 
volve the earning of the same income, the amount of leisure taken 
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being the same at 0| in all cases), then the whole of the line ajji 
will lie on this equal tax plane, as indicated in figure 4.9. 

Thirdly, when we introduce a direct expenditure tax, we find that 
the possibility plane so generated would intersect an equal-tax 
yield plane in the characteristic way shown in figure 4.10. The 
problem then is to find the point on some such line as (the locus 



of all points at which the expenditure tax in question gives the re- 
quired tax >ield) which will be chosen by 'he individual in question 
(if the expenditure tax were substituted tor tne income tax with 
which he chuse to be at 11). It is I’lus a matter of varying the ex- 
penditure tax so as to slide Vi^i across the surface of cfg until the 
individual is led to choose some point on such a line, whereupon the 
conditions are saf'shed for the analysis '■o proceed. 

In figure 4.1 1 the re'evant information is abstracted and combined 
in a single diagram. The labelling is identical to that used in figures 
4.5 to 4.10, and these earlier figures should be referred to for clari- 
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ficalion where necessary. There is also some additional information, 
however, which will be explained before the results of the analysis 
arc examined. The line qz is the intersection of the two post-tax 
possibility planes, aqz being part of the income lax plane, and yqz 
part of the expenditure lax plane. The line a^p is the locus of all 
points fsuch as II in figures 4.8 and 4.9) which are possible optimum 
points under the income tax yielding the given amount of tax, and 
pb\ is its extension across that part of ^he income tax plane which 
lies below the expenditure tax plane. Similarly }\p is the locus of 



possible optimum points under the expenditure tax which would 
yield the required tax revenue, and pzi is it*: extensicn across that 
part of the expenditure tax plane which lies below the income lax 
plane. In the general argument which follows, the point p itself is 
to be excluded from the range of points of which it is the terminal 
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point (as in /?/?,, r,/?, and pz^ above), for it constitutes a special 
case that >\ill be dealt with separately in due course. 

The point II which we earlier assumed would have been chosen 
under the income tax (see figure 4.8) would, in figure 4.1 1, lie in the 
range and for our present purposes it does not matter much 
where it lies within this range. In order to make our analysis as 
general as possible, it \^ill be convenient not to specify the chosen 
points piecisely, but to consider various possible ranges within 
which thev might lie, and then to consider the distinct cases that arise 
in this way. Thus points such as II in figure 4.8 will be designated 
‘Range V under the income lax, this range comprising all the points 
along r/,p. Possible optimum points under the income tax which lie 
in the range ph^ will siniilarl> be designated ‘Range IP under the in- 
come tax. I or the ^*\penditure tax, the two ranges within which the 
possible optimum points i.iay lie aie (Range I) and pz^ (Range IJ). 
It should be borne in mind that the point p itself is excluded in each 
case. 

The next task is to compare the various cases by combining each 
possible range of outconie under the one tax with each of the alterna- 
tives under the other, giving lour distinct combinations in all. These 
w'ill be worked through syslcmaticallv in turn. The first case is the 
one where Ihe chosen point under the income tax falls in Range 1 
(i.e, Oip) and that under the expenditure tax docs so loo (i.e. Vip). 
What we want to assess are the implications ot these choices for the 
relative welfare, consumption, saving and leisure enjoyed by the 
individual. Prom figure ‘l.ll it will be seen that when he was con- 
fronted with the income, tax (i.e. his possibility plane was ahz) the 
possibilities represented by \ j) were not available to him. lying out- 
side this plane. Hence his choice of some point along Uip in this 
situation does not nevcssarii> mcoii that he would still have clioseii 
that point if he had had the opportunity of being on Vi/x Similarly, 
when confionled with llie expenditure lax, his possibility plane was 
dyz. and conscquenlly he had no opportunity of choosing any point 
on i/i/;, since these all l«e outside that plane. Hence his choice of some 
point on }\p in this situation implies nothing concerning the relative 
merits of that point and the pom n in the income tax range Oip. 
There is therefore nothing wc can say a priori about tlie relative 
welfare enjoyed under these two ranges, the income tax may be superi- 
or to the expendhure lax, or vice versa, or the individual may even 
be indifl'erent between them, it w ill depend on the narlicular structure 
of his preferences. W hen we consider consumption, however, we can 
be more definite, for it is quite obvious that all points on UxP in- 
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volve cT higher level of consumption than any point on for the 
level of consumplion for every point in the latter range is the same, 
( r„/7j), while consumption along a^p is greater than z^p^ at all 
points. Hence we may conclude that consumplion will in this case be 
higher under the income tax than under the expenditure tax. When 
we consider leisure, similar reasoning will show that all points on 
ViP involve less leisure than any point on for on the latter the 
amount of leisure is constant (at Oz^ - XoPi), while all points on 
y-^p involve less leisure than this. We conclude therefore that leisure 
will in this case be highest under the income tax. Finally, with 
respect to saving, it is obvious that Vi/? implies a higher level of 
saving than docs a^^p, for all points on the former are higher than 
p, while all points on the latter arc lower. The expenditure tax 
therefore leads to more saving in this case than does the income tax. 
These results may be tabulated as follows 
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Case 7— Welfare — ^no definite conclusion possible. 

Consumption highest under the Income tax. 

Leisure highest under the Income lax. 

Saving highest under the Expenditure tax. 

Turning now lo the second case, where the income tax optimum is 
still in the range but the expenditure tax optimum is in Range II 
(i.e. pz^), we can conduct a similar analysis. On general welfare 
grounds it is clear that in this case the income tax is preferable, for 
the points in the range /?r, were available lo ihe individual (since 
they lie below the plane ahr) when he in fact chose to be somewhere 
on a^p, hence ihc latter must be preferable to the former. As regards 
consumption, there is no change m our conclusions from last time, 
for pzy^ implies precisely the same amount of consumption (O-Tq) 
as did the range y\p, so lliat consumption is still highest under the 
income tax. In the case of leisure, the picvious conclusion is re- 
versed, for now all points along pz^, imi^iy a greater amount of leisure 
than Or,,, iiencc leisure will be highest under the expenditure tax. 
Einally, w’hh regard to saving, no definite conclusion can be drawn, 
for both a^p and /?r, allow for saving to vary within the range pip, 
and to draw a definite conclusion we need to know the actual points 
chosen in each range. In summary, we find: — 

Case ll- Welfare highest under the Income tax 

Consumption highe:»t under the Income lax. 

Leisure iiighest under the Expenditure tax 
Savings - no Iciii ite conclusion possible. 

Case 111, where the income lax optimum is m Range II {pb^) and 
the expenditure lax optimum in I ange 1 (r,/?) w^ill not be analysed 
in detail, since the argument runs along the same linej as it did in 
Case II, of which it is the obverse case. Case IV can be dismissed 
even more summarily, since it is logically impossible! The choice of 
some point on phi under the income tax would have been made when 
the various possibilities indicated by pzi wt le aUo in fact available to 
the individual (since they he bclow^ the plane at)z\ so that it can be 
deduced that pbi is preferable to p. But, conversely, the choice of 
some point ony^Zi under the expenditure tax must have been made 
when the possibilities indicated by pbi were in fact also available 
(since they lie bel.nv the plane c/rz), so that it can be deduced that 
pzi is preferable to phi. This is clearly nonsense, for two points can- 
not rationall) each be preferred simultaneously to the other, so 
Case IV can be dismissed as impossible. 
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It remains only to deal with the special case of the point p. The first 
thing to note here is that this point can only be chosen under one 
tax at a time, not under both simultaneouly, for if an indifference 
surface is tangentia* to the one tax plane at this point (and this is 
what is meant by it being a chosen point), then the other tax plane 
will intersect it and cause some preferable point to be chosen else- 
where. More specifically, if p is the chosen point with the income 
tax, then the expenditure tax optimuiu will lie somewhere along 
and this latter point will be better than p on general welfare 
grounds, involving the same amount of consumption, less leisure, 
and more saving. On the other hand, if p is the chosen point under 
the expenditure tax, the income tax optimum will lie along a^p^ 
and the latter will be prefened, involving more consumption, the 
same amount of leisure, and less saving than at /?. 

Our general results can therefore be tabulated as follows : 

. CASE I case: II CAM III 

Welfare highest under ? Income 1a\ Ixpcndilure tuK 

Consumption highest 

under Income tax Income lax I xnpndiUire tax 

Leisure highest under Income tax I xpcndituic tax Income lax 
Saving highest under I xpcndiuiie lax ? V 

The main thing to note here is the general inconel usiveness of the 
theoretical results, which means that it is necessary to keep an open 
mind concerning the relative effects of these two taxes in any indi- 
vidual case. However, there is an alternative forniulalion of the 
results which may help to shed a little more light on the situation. 

In figure 4.12 is shown the equal lax yield plane, c/if. 1'hc point / 
thereon represents whatever point is chosen by the individual under 
the income lax, and let us assume that wc do not know any more 
about it than this (i.c. wc do not know whether it lies in Range 1 
or Range II). Across the surface of c/if wc now draw three lines, each 
passing through the first, cc\ representing all points on at 
which consumption is the same as at i, the second, //', representing all 
points at which leisure is the same as at /, and the third, .sv', repre- 
senting all points at which saving is the same as at /. This divides 
the surface of ef^ into six segments, and we can identify the re- 
spective cases analysed above by noting into which of these seg- 
ments the individual moves when the income tax is replaced by the 
expenditure tax of equal yield. 

Firstly, if the expenditure tax leads to more saving, but less leisure 
and less consumption (i.c. if the expenditure tax optimum point 
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lies in the segment cfTt) then we ha\e an instance of Case I, since no 
other ease will produce this particular combination of reactions. 
Secondly, if the CN^pendilurt t >x leads to more leisure and less con- 
sumption, then, irrespective of what happens to saving, this is an 
instance of Case 11 (and in rc»-ms of figure 4.12 means that the ex- 
penditure tax optimum lies in the area /7r'c). Thirdh, if the ex- 
penditure tax leads to le^s leisure and more consumj: tion, then, 
irrespective of what happens to saving, this is an instance of Case III 
(and in terms of figure 4.12 means that the expenditure tax optimum 
lies in the area cilc). 

This reformulation of the results noi oiiiv gives one an oppor- 
tunity to classify individuals into their respective eases simply on 
the basis of observable behaviour, bnt also brings out an interesting 
logical implication, namcl>, that if it is asserted (as it often is) that an 
expenditure tax will lead to more saving, less consumption, and less 
leisure (i.e. more v.'ork; being chosen than with an income tax of 
equal yield, then tliis is no guaraniec of its general superiority on 
grounds of individual welfare, for such reactions mark it out as an 
instance of Case 1, where we found it impossible to draw definite 
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welfare conclusions. The only pattern of reactions that would 
establish definite welfare superiority for the expenditure tax would be 
that involving less leisure and more consumption (Case III). 

Thus the three-variable analysis makes possible a fuller and richer 
analysis of the implications of the two taxes, although there arc still 
some significant limitations that must not be passed over without 
comment. The most important of these is that what we have been 
conducting has been a one-period anal>-is, and this is a severe short- 
coming when one of our main variables is saving. Our assumption 
that the expenditure tax docs not affect saving, and that the income 
tax docs so in an essentially symmetrical way to that in which it 
affects consumption, does not square strictly with our earlier two- 
period analysis (at the beginning of section (A) of this chapter) where 
the expenditure tax was levied not only on present consumption 
but also on future consumption out of present saving, and where the 
‘double taxation of saving' under an income tax was also allowed for. 
This defect, though serious, is not fatal however, so long as saving is 
affected more by the income tax than by the expenditure tax, for 
then the two tax [ilaiics will still intersect in the characteristic way 
shown in figure 4.1 1, and although to be strictly corrccrthc analysis 
has to become a great deal more complex (so much so that it cannot 
be handled diagrammatically) the essential points emerging from 
our more simplified analysis remain valid. 
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There are three kinds of direct tax on personal wealth that are W'orth 
distinguishing conceptually for purposes of the present analysis. 
The iirst is an unforeseen, once-for-all tax; the second a regularly 
recurring tax; and the third a foreseen but sporadic tax. Typical 
examples of each are respectively a capital levy, an annual tax on 
net worth, and dcalf duties. 

The capital levy, provided that ii really is unforeseen and is fwt 
expected to recur, is easily dealt with, for it can have no effects on 
behaviour before its imposition, and the only subsequent cflects 
upon the individual will be tho>e Oiought about by the removal 
from personal disposition of the actual tax revenue itself. It is, there- 
fore, essentially a lump-sum tax, and requires no special treatment 
here beyond that conducted in Chapter 11 earliei. 

The other two direct taxes on personal wealth do present some 
new problems, however, and it is to these that this chapter is devoted. 
Where they arc still essentially lump-sum taxes (e.g. m their elfecls 
upon risk-taking) they will not be analysed explicitly. The annual 
capital tax will be treatc' firit, and death duties subsequently. In 
connection with death duties, it wtU be assumed that they are a 
tax on the total estate of the iiidividual, and not levied according to 
Mie individual bequests or related in any way lo the Nlatus of the 
beneficiaries, bor simplicity’s sake, noth taxes will be assumed to be 
simple proportional taxes, and problems is^ 'iciatcd with progression, 
definition of the tax base, etc., will not be considered. AVith the earlier 
analysis in mind, it w'ill not be dulicult to allow for these complica- 
tions, but to go into them all in detail here w'ould carry us too far 
from the main analysis. 


(\) A RECURRING CAPITAL TAX 

(i) A TWO-PFRIOD A'^IALYSIS 

The first problem to be confronted here is that of decisions lo spend 
vs. save. In figure 3.2 above a two-period analysis of the saving 
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decision with a given income was conducted for a lump-sum tax. 
and income tax, and at the beginning of section (A) of Cliapter IV 
it was pointed out that an expenditure tax was also a lump-sum tax 
in this respect. This same kind of analysis can also be extended to 
cover the case of the recurring capital tax. In a two-period analysis, 
of course, such a tax can in fact only be levied once (between period 
I and period 2) but the result can be generalized, and will be ex- 
tended to the three-period case later in this chapter. 



In figure 5.1, CD is the possibility line (including the elfects of 
interest payments and receipts) confronting the individual with an 
expected total income of Y (i.c. OY^ in period 1 and ()Y.» in period 
2). The imposition of the capital tax has the ciTect of taxing any 
resources that he saves and tries to carry forward in time (from 
period 1 to period 2), but it docs not affect any borrowing he does 
against his future income in order to augment his consumption in 
period 1. (It is being assumed, as before, that all income is consumed 
over the two periods taken together.) Thus if a consumption pattern 
had been chosen such as Z(on CD) in figure 5.1, this involved saving 
(C\ Ti) to add to the next period’s income (OTo) thus enabling con- 
sumption in that period to rise (to OC\)^ But this saving will now 
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be taxed, so that the actual possibility line in this segment is no 
longer Cy but, say, AT, where K will be nearer Y2 the greater the 
rate of the capital lax. (Note that the capital tax is actually a lax on 
accumulated net worth, not, as it appears to be here, on current saving. 
With a two period analysis and no initial capital, the two cases 
lesolve themselves into the same thing. A more realistic analysis 
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will be presented shortly in the three-period model.) If, on the other 
hand, Z had not been as shown, but somewhere along the segment 
YD, then of course no capital tax would have been payable by this 
individual. However, returning to the originally assumed Z, let us 
assume that the point chosen on the new (kinked) possibility line 
(KYD) under the capital tax is V in figure 5.1. This particular point 
represents the case where the individual saves exactly the same 
amount after the imposition of the tax as he did beforehand, but it 
does not now enable him to augment his second period’s con- 
sumption to CiZ, as before, but only to CiV, the difference VZ 
being the amount he pays in tax. In general, the point V could be 
anywhere on KY, so that no definite conclusion can be drawn a 
priori as to whether a capital tax of this sort will lead to more or less 
saving as compared with tlic pre-tax position. 

We can now compare this outcome with those that would arise 
under an income tax and under an expenditure tax each of which 
yields thc.same amount in tax from the individual in i]uestion. This 
is done in figure 5.2. The line IJ is drawn through r(see figure 5.1) 
parallel to CD, so that it is both the equal-tax-yield line and the 
expenditure tax line, 'fhe point chosen on this is \V, wlfich is prefer- 
able to V, and loads to more saving than at V. This is an inescapable 
conclusion within the terms of our analysis. By analogy with the 
analysis conducted earlier on the bads of figure 3.2, it can be shown 
that an income tax will bring the individual to some intermediate 
point between V and W, We have therefore established within the 
present theoretical framework that saving will be reduced more 
(or increase less) under a recurring capital tax than under an income 
tax of the same yield, while under an expenditure tax of the same 
yield saving will be reduced still less (or increase still more). 

(ii) A TIIREE-PLRIOO ANALYSIS 

The analysis can now be extended to take a third period into account, 
with a welcome increase in realism but at a cost of increasing com- 
plexity. In order to keep the complexity to a minimum it will be 
assumed that the interest rate is zero. This will not affect our results 
in any essential way, but it docs mean that there is no longer any 
sensible distinction to be drawn in this analysis between an income 
tax and an expenditure tax, so in this section the two terms arc 
effectively synonymous. 

In figure 5.3 the initial possibilities are represented by the plane 
ABC, where the distances OA, OB and OC are each equal to the 
total income expected over the three periods, the actual time distri- 
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bulion of this income being represented b> the point y (whose co- 
ordinates are 0}]^ 0 > and 0 VJ. Any time-pattern of consumption 
other than that indicated by the point K itself, will therefore re- 
quire some shifting of resources through time. As we have already 
seen in the two-period case, the capital tax will tall only on shifts 
in one direction, namely when resources are saved for future use, 
it does not affect future resources brought forward for present 
use. We will therefore consider the effects of the capital tax on the 
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possibility plane ABC in two stages: firstly, any tax that is levied 
on resources transferred from period I to period 2; and secondly, 
any further tax that is levied on resources transferred from period 2 
to period 3. 

The line DE through Y in figure 5.3 divides the surface of ABC 
into two areas. If the chosen consumption pattern falls in the section 
ADE then resources have to be transferred from the future for use in 
period 1, for the individual is trying o maintain a level of con- 
sumption in period 1 greater than the income (OYi) he expects in 
that period. In that case no capital tax is payable at the end of period 
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1. On the other hand, if the chosen consumption pattern falls in 
the section BCED, then not all of period Ts income (OKi) will be 
consumed in that period, and some capital will therefore he carried 
forward to period 2, and some capital tax will therefoic be levied. 
This will have the effect of rotating the plane section BCLD down- 
wards as if hinged along DL, to some such position as DLfG in 
figure 5 4 1 his indicates that the further the individual moves from 
DL, the greater the amount ot lesourccs he is tr\mg to transfer, 
and hence the gieatcr the tax payment (i e the more DLFG diverges 
from BCl D) Note that the Linked line IDG in the GAB plane 
'orrcspond^ roughlv to DVA in ligurc 5 2, remembering, of course, 
that there was a positive inteicsi rate there as against a zero one here. 
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We now come to the second stage, the levying of the capital tax 
on resources transferred from period 2 to period 3. For any level of 
consumption in period 3 which is not greater than no transfer 
of resources from period 2 to period 3 would be necessary. In terras 
of figure 5.5, this means that if the chosen consumption pattern is 
in the area ADGHYJ^ there will be no further transfers beyond those 
already incorporated in the surface ADGFE (sec figure 5.4), so that 
the tax will have no effect upon this pai* of the opporlunit> surface. 
If the chosen consumption pattern lies elsewhere, however, trans- 
fers from period 2 to period 3 will have to lake place, and the capital 
tax will therefore be levied again. The effect of this on the oppor- 
tunity surface will again be to rotate it downwards, this time as if 
hinged along HY and JV, so that its two new facets will be JilKL 
and YJK on figure 5.5. 

The eventual opportuml> suifacc after the imposition of the capital 
tax will therefore be a complex one consisting of four plane facets 
w'ith a single common point at 1 . Lach of these facets has a common- 
sense interpretation as follows: firstly, ADYJ represents the area of 
choice where no capital tax at all is Ie\icd (and it is, lherefi)rc, part 
of the pic-Uix possibility surface 4BC) \ secondly, DGIIY represents 
those consumption choices where the tax »s levied onK once, namely 
on transfers from period 1 to penoJ 2: tliirdW, JYk represents the 
other set of consumption choices where the lax is levied only once, 
but this time on transfers from period 2 to period 3: finally, JIYKL 
represents those consumption choices involving the payment of 
capital tax twice, toi they require both a transfer of resources from 
period 1 to period 2 and from period 2 to period 3. 

One notable feature of this capital Lix opportunity surface is that 
It has distinct 'ridges' meeting in a ‘peak' at Y. In ihe most general 
terms, this means that wherever the originally chosen point was (on 
ABC) it will probably move closer to Y after the imposition of the 
tax (unless, of* course, it was on the no-tax facet A D YJ in which case 
it is unaffected). This means that the chosen pattern of consumption 
will tend to conform more closely to the initial time-distribution of 
income, and saving will consequently decline. iSlonc of this is really 
surprising of course. 

However, some much less obvious results than that can be derived 
from this model. F or instance, let us compare this rcci»rring capital 
tax with an expenditure tax of the same yield. Wc wiJ assume that 
on the capital lax opportunity surface some point is chosen w^hicli 
yields a tax revenue of AP (- BQ CR) in figure 5.6. If we plot the 
intersection of this conslant-tax-yicld plane with the capital tax 
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Period 2 
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opportunity surface, we find that they intersect along the kinked 
line STVV, and our initially assumed optimum point under the 
capital tax could he anywhere on this line. U will be clear from 
earlier analyses that this constant-ta v> leld plane wnll also be the 
expenditure tax plane for an expenditure tax of equal yield. From this 
we can deduce that an indi\idiial win oe better off under an expendi- 
ture tax than under a recurring capital tax of equal yield, since the 
expenditure tax plane intersects the capital tax surface at the point 
where the latter is tangential to an indiircrcnce surface, so that the 
expenditure tax plane must itself be tangential to some higher 
indifference surface (by analogy with the earlier reasoning within 
the two-period analysis). 
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(iii) A THREE-VARIABLE ONE-PERIOD ANALYSIS 

At this Stage we must also subject our recurring capital tax to the 
three-variable analysis used in section (B) of Chapter IV, for hither- 
to we have assumed income in any period to be given, and this has 
precluded discussion of any possible effects the tax might have upon 
the supply of effort. Fortunately the capital lax is easily accommo- 
dated within this kind of analysis, for, as we have seen, it becomes 
simply a tax on saving in this context. Hence in figure 5.7 the capital 



Figure 5.7 


tax shifts the initial possibility plane xyz to kxz (compare this with 
figures 4.5 and 4.6 for the income and expenditure taxes respectively). 
When combined witli a constant-tax-yicid plane such as (compare 
figure 4.7) we derive, from the intersection of the two planes along 
x‘ 2 ^ 2 ^ a of all the points that would yield the given tax revenue 
under the recurring capital tax. We can now combine this character- 
istic result with those obtained earlier for the other taxes, and thus 
compare the effects of these various taxes under the equal yield con- 
dition. 
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First let us compare the recurring capital lax with an expenditure 
tax of equal yield. The relevant information is set out in figure 5.8, 
where the new elements not already in figure 5.7 are the expenditure 
tax plane dzy\ the intersection of the two tax planes and the inter- 
section of the expenditure tax plane with the constant tax yield plane 
jirj. As with the earlier analysis (see figure 4.1 1) wc shall divide the 
possible optimum points under each tux into two critical ranges. 



For the cxpciidilure tax. Range I will be .rj« and Range II uz^, 
while for the capital tax Range 1 will be x^i and Range 11 uz,y As 
before, the common point u is excluded from each range, and will be 
analysed separately in due course. All wc have to do now therefore is 
to work through the three valid combinations of these possible ranges. 

Case I is where the choice made under each tax is in its Range I. 
In this case no general welfare conclusion is possible, since for neither 
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tax were points in the other tax range available when the choice in 
question was being made. Since y^u represents a given level of con- 
sumption, and XaW is at all points greater than this, consumption 
must be higher under the capital tax. Conversely, with respect to 
saving, represents a given level which is exceeded by all points in 
the range y\u^ so saving will be higher under the expenditure tax. 
Finally, no definite conclusion is possible with respect to leisure, 
since both ranges include variations from zero (at A o or Vi) to an 
amount up to (but cxcl uding) //. 

Rather than repeat this analysis for Cases II and 111, only the sum- 
mary results will be given, and these can easily be checked by analogy 
with the reasoning associated w iih figure 4.11 in the preceding chap- 
ter. The analysis of the special case of the point u also follows the 
same pattern as before. It cannot be chosen under both taxes simul- 
taneously. If u is the chosen point under the expenditure tax, then 
the capital lax optimum will lie somewhere along wm and will be 
better than //, entailing more consumption, less leisure and the same 
amount of sa\ing as at u. Conversely, if u is chosen under the capital 
tax, then the expenditure tax optimum will lie along will be 

preferable to w, entailing the same amount of consumption, less 
leisure and more saving than at u. 

The general results arc therefore as follows : 

CASK I C'ASF. JJ CASK 111 

Welfare highest under ? ( 'apilal tax lApcndilure tax 

Consumption highest 

under Capital tax C'apiial tax expenditure tax 

Leisure highest under ? Expenditure ia\ ( apilal tax 

Saving highest under E xpenditure tax Capital tax Expenditure lax 

Again there are no cicar-cut conclusiims to be drawn. However, the 
respective casci can be identified with the help of figure 4.12 once 
more, showing all the possible shifts that can occur (on the cqual- 
yield-tax plane) when a capital tax is replaced by an expenditure 
tax. If the point chosen under the capital tax had been /, then any 
movement into the area efi'i (i.e. any change involving more saving 
and less consumption) will be an instance of Case 1; any movement 
into the area (i.c. less saving and less consumption . . . and 
therefore more leisure) is an instance of C ase I! ; and a movement into 
the area cm (more saving and more consumption . . . and therefore 
less leisure) an instance of Case III. Only in this last case can we 
be sure that the change in question represents an improvement for 
the individual. In the first case it may or may not be, and in the 
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second case he will certainly be worse off m his new position under 
the expenditure tax. Note that no shifts occur mio the area c'ne, 
which means that the substitution of an equal vield expenditure tax 
for a capital tax will ne\cr lead people to consume more and save 
less. 





r It'dre ^ 9 

lmall> let us compal% the rccurriii" cipital tax with an income 
tax ot equal yield (sec figure 5.9). Ji should n v. be necessary to repeat 
the argument in detail, lor il follow'^ \ hat should by now be familiar 
lines The n suits tor the respcctixc general ca^^es arc as follows - 

( ASE I CASr IT CASF TTl 

Welfare hijhest under ? C apitdl tax Income u\ 

C onsuinption highest 

under Capital lax ' 

Leisure highest under Income tax Income tax Capital tax 

Saving highest under Income tax C apital tax Income lax 
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Yel again no clearcut conclusions emerge. Seeking criteria by which 
to distinguish these various cases when a capital tax is replaced by 
an income tax of equal yield, we would find, using figure 4.12 once 
more, that Case I is characterized by a shift involving more saving 
and more leisure (and therefore less consumption) ; Case JI by more 
leisure and less saving; and Case 111 by more saving and less leisure. 
The shift from the capital tax to the income tax never leads to an 
individual choosing less leisure ^iw/less suving. 

(B) THE ESTATE DUTY 

We can now turn to an example of a sporadic capital tax, the estate 
duty. The analysis of this section will be confined to those fields where 
the estate duty differs markedly from the recurring capital tax. Thus 
there is no point in repeating here the one- period three-variable 
analysis of the preceding section, for the estate duty \m 1I cither bc- 
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Figure 5.10 
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have like a recurring capital tax in this context or else be entirely 
inoperative. It is more interesting to analyse the estate duty within 
the three-period model as used on the recurring capital tax in figure 
5.6, with appropriate adjustment to meet this new case, of course. 
The main such adjustment is to regard periods 1 and 2 as being the 
two periods within the lifetime of the individual, and period 3 as 
coming after his death and in which he is providing not for his own 
consumption but for that of his heirs. He is therefore considered to 
have income accruing only during periods 1 and 2, but planning for 
consumption in all three periods. The impact of death duties upon 
him in such a case is show'n in figure 5.1(K w^here ABC represents 
his pr^-tax possibilities of redistributing OY^-\ OY^ (which totals 
04 or OB or OC) over various time-patterns of consumption. Any 
'lUch redistribution between period 1 and period 2 (i.e. withm his 
lifetime) arc unalTected bv tlie tax. but as soon as he tries to pass on 
resources to his hems (i.c. transfer resources from period 2 to period 
3) he will be taxed, and his possibilit> plane is then, say, WAf, where 
Af will be closer to O the greater is the rate of estate duty. If we 
now introduce a constant-ta\->ield plant, BOR^ will intersect the 
estate duty plane in some sucli way as that represented by the line 
HX This enables us to conclude that an expenditure tax of equal 
vield will alwa>s be preferable to an estate duty (for BQR will-also 
be the expenditure lax possibility plane, and since it will intersect 
the 4BAf plane at the point chosen under the estate duty, it will 
itself be tangential to a higher iiidiilereiice surftice than that at- 
tained on ABM), 

It is more interesting, ho\vv.\er, to compare the estate duty with a 
recurring capital tax of equal >icld. It will be assumed that this re- 
curring capital tax will be levied both between period. 1 and 2 and 
periods 2 and 3, whereas the estate dulv w'lll, of couisc, only be 
levied between periods 2 and 3, In figure 5.' 1 the relevant part of the 
capital tax possibility surface ( A YIll A) »s added to the information 
also set out in figure 5.10. Since K.., is zero in the situation we are now 
considering, the part of the original capita! Mx surface in figure 5.6 
which lay to the left of 7) II becomes irrelevant, and consequently, 
to maintain some sort of comparability w'ith the eailier analyses, 
the point A in figure 5.11 has also been labelled (J) since J is the 
point to which it corresponds in the earher diagrams. The inter- 
section of the two post-tax possibility surfaces is shown in figure 
5.1 1 as yz, and it will be seen that the intersections between these two 
surfaces and the constant lax yield plane (M X tor the estate duty and 
STU for the recurring capital lax) intersect each other and YZ at N, 
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We can now define the various ranges of possible optimum points 
under each tax in the now familiar way, and we can then proceed 
in the same manner as before to exhaust the various possible combina- 
tions and see what conclusions emerge. Thus for the capital tax Range 



I is defined as STN and Range II NU, while for the estate duty Range 
I is XN and Range 11 NW. Again, the point N itself is excluded from 
these ranges. In Case I the comparison is between Range I under each 
tax. No definite welfare conclusions emerge, but bequests will be 
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greater under the recurring capital tax than under the estate duty, 
since all points on STN have co-ordinates on the Period 3 axis that 
are greater than the co-ordinates on that axis of WX. In Case 11 we 
compare XN with and find that the estate duty is preferred, 
and leads to larger bequests than does the recurring capital tax. Con- 
versely, in Case II we compare STN and WN, and lind that the re- 
curring capital tax is better and leads to larger bequests than does 
the estate duty. Turning briefly to the special case where N is the 
chosen point under either tax, the result will be that the other tax 
is preferable. If A is the clioscn point under the estate duty ti.e. 
on IVX) then bequests will be greater under the capital tax (the chosen 
point will be somewhere on SI *V). but if A is chosen under the capital 
tax bequests will be the same under both taxes 
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criteria', as we have done in the past w'ith the aid of figure 4.12 
which will enable us to identify all of these cases unambiguously. 
In figure 5.12 the constant-tax->ield plane PQR is divided into 
six segments with a common point / as before. If / is the point chosen 
under the estate duty, and a recurring capital tax of equal yield is now 
substituted for it, then if the individual moves into the area PQyi 
(i.e. if he reduces his bequests), then this is quite unambiguously an 
instance of Case II. Similarly if the individual moves into the area 
iy R'X (i.e. if he increases his bequests and reduces his own con- 
sumption in the first period) then this is clearly an instance of Case 
III and of nothing else. So far so good. The trouble comes with 
movements into the area /3r (i.e. increased bequests and increased 
own consumption m the first period), lor although this would al- 
ways happen under Case I, it might also happen under Case 111 
(e.g. in figure 5.1 1 a movement from a point near H on WH \o vl 
point near S on ST\). 1 bus with reactions of this last type wc could 
not be sure whether wc were confronted w'lth an instance of C'ase 1 
or of Case 111. 



CHAPTER SIX 


Direct Taxes on Persons 


This chapter will comprise a few concluding remarks on one or two 
important aspects of the analysis as conducted so far that require 
further comment. We shall then leave the subject of the direct taxa- 
tion of persons, and turn our attention to business taxes. 


(A) COMBINATIONS OF T\XHS 
Up to now our analysis has always taken as its starting point a situa- 
tion in which there w'cre no taxes. In practice, however, tb^; problem 
we are confronted wath is usually one of assessing the eflcct of varyhi^q 
(If! c\islin^ tax s1nictun\ It is usuallv a matter of adjusting one tax 
out of a whole group of taxes that arc being levied, i.e. of comparing 
one combimitiou of ia\cs with another, rather than abandoning one 
single lax and subslitiilmg another. Fortunately, our analysis can 
be readily adapted to this purpose, however, as will be seen in this 
section. We shall confine ourselves here to one illustrative example, 
for it would require far to much space, time and elTort to conduct a 
detailed comparauve analysis of all the jiossible combinations of 
direct taxes that have been considered in the four preceding chapters. 
Moreover, this one illustrative problem incorporiJes most of the 
main points that are hkcly to ari'-t n the other cases, ^o it will be a 
relatively simple mattei to tackle them by analogy it thi^^ is desired. 

Our illustrative problem is this: an income tax is already being 
levied, and we want to know what the relative effects would be on a 
given individual of reducing it and making up the lost revenue by 
introducing a capital tax. (This is essentially the same problem as the 
following: if an income tax is already being levied, compare the 
effects of (i) raising the income tax i ale, with (ii) imposing a capital 
tax and leaving the income tax as it is.) We will use the three-variable 
analysis of consumption, leisure and saving as before, in fact our 
starting point will be the situation described in figure 4.9 above. The 
information required for the present problem is se‘ out in figure 6.1. 
Here ATr is the no-tax possibility plane, and ahz the existing possi- 
bility plane under the income tax at the initial rate. Let us assume 
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I igurc 6.1 


that on this plane the individual has chosen sonic point along 
giving a tax yield of J)\ for c/ij is the plane representing all the 
points at which tlie tax yield is the same as it is on a^hi. Now we are 
to compare this situation with one in which the income tax rale has 
been reduced (say to produce the possibility plane cdz) and in which 
a capital tax has been superimposed upon this reduced rate of in- 
come tax in such a way as to restore the tax yield to its original level. 
The capital tax plane must therefore start from erfr, and will in fact 
provide some such opportunity plane as ciz, where / will be nearer to 
O the greater the rate of the capital tax. It is then ciz that has to be 
compared with abz (compare figure 5.9 for the corrciponding case 
where there were no taxes initially). Thus rz is the intersection of 
these two planes, and kl and their respective intersections with 
the given-tax-yield plane cfg. Again, the various possible chosen 
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points in each situation are classified thus : under the high-rate in- 
come tax Range 1 is b^s and Range II 5 ^ 1 , while under the capital 
tax plus low-rate income tax Range 1 is ks and Range II j/, the point 
s itself being excluded in each case. We can then analyse the various 
cases as before (Case I comparing the outcomes in Range I under 
each tax, Case II comparing an outcome in Range I under the high- 
rate income tax with one in Range II under the other, and Case III 
being the obverse of Case 11) and the results arc as follows: 



CASE 1 

CASE II 

CASE JIT 

Welfare highcsl utidci 

•) 

Income tax 

Income 

plus 

capital tax 

Consumption highcsl under 

Income 

plus 

capital tax 

? 

7 

Leisure highest under 

Income tax 

Income 

plus 

capital tax 

Income tax 

Savings highest under 

Income tax 

> 



There is obviously much more uncertainty in inese results than in 
previous ones, and this uncertaint} is confirmed if one attempts to 
set out the ‘reaction criteria’ by which one would identify instances 
of these various cases. Thus, tiding figure 4.12 again, and treating i 
as the chosen point under the high-rate income lav, we would find 
tliat an> sshift (in response to the substitution of the capital lax for 
part of the income tax) in\olving the choice of more leisure would be 
an instance of Case II above. Sumlarly, any shift involving less leisure 
and moro. saving will be an instance of Case III. But a shift involving 
less leisure ami less saving could be either Case 1 or Case III, and we 
cannot resolve this ambiguity by taking account of what is happening 
to consumption, for this may increase or decrease or remain the 
same in both cases. 

In applying this type of analysis to other cases of this sort, or to 
more complex combinations, the main thing to watch is that the 
constant-tax -yield condition is appli.d rigorously to the overall tax 
yield, i.c., so as to take account of any changes that may occur in the 
yields of the old taxes when new' ones arc introduced. All that this 
requires geometricnlly is that the constant-lax-yield plane ejg is 
kept parallel to the no-lax plane aj’.:, and not to the plane repre- 
senting the possibilities in the initial situation, which will include 
the taxes already being levied. 
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(B) A WORD OF WARNING 

One important shortcoming of the geometrical type of analysis that 
is being used here is the necessity of limiting the number of elements 
that can be adjusted simultaneously, in order to achieve the relative 
simplicity attained here, three is really the largest practicable number 
of elements that can be allowed to move freely at any one time. Ideally 
one would like to allow all decisions to be inter-related, and made 
simultaneously over the whole range of choice. This is not only 
difficult to handle conceptually, however, but there are good reasons 
for supposing that most human beings cannot cope with this ‘general 
equilibrium' decision-making either! Nevertheless, it is important to 
bear in mind throughout that certain elements are being held constant 
and the field of choice is being artificially limited in scope to cover 
only the variable elements. 1'hus in our three-variable analysis of 
consumption, saving and leisure we not only suppressed adjustments 
in the pattern of consumption and saving and the type of work done 
or not dune, but also limited the explicit planning lion/on to one 
period. Conversely, in the three-period analysis W'e liad to suppress 
adjustments in the level of earned income. Each of these iibstractions 
from reality is justifiable in particular contexts, but it must never be 
forgotten that they arc abstractions, and the nature of the ab- 
straction must be carefully appraised before attempting to apply that 
particular kind of anaivtical framework to any specific real-life 
situation. I or instance, if you arc pretty sure, from other evidence, 
that capital taxes have negligible elTccts on the earning of income, then 
the assumption of given income in the three-period analysis is a 
harmless simplification. But if you consider that this particular clfect 
is likely to be important in the situation you arc confronting, then 
you must be very wary of using that kind of analysis, for it is likely 
to mislead you. 


(C) CONCLUSION 

It would be unnecessarily repetitious to bring together here all the 
detailed findings concerning the effects of different direct taxes on 
persons, as set out in the preceding chapters. It is appropriate at this 
stage to consider in greater generality the nature of w^hal we have 
been doing, and to indicate the purposes to which this analysis can 
be Icgilimatcly put (subject to the warning given in the preceding 
section). 

Basically, the analysis has been directed towards answering the 
following question : assuming that some given sum of money is to be 
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raised by taxation from a particular individual, what effects would be 
produced by raising that sum by some specified direct tax (or 
combination of direct taxes) by comparison with the effects of 
raising that same sum by some other direct tax (or combination of 
direct taxes)? The direct taxes v\c have considered arc a lump-sum 
tax, taxes on personal income, on personal expenditure, and on 
personal wealth, and we have compared them in their effects upon 
the amount and kind of work done by the individual in question, and 
on the amount and pattern of his saving and consumption. 

All this has been done on the assumption that, when he has made 
whatever adjustments in his behaviour he deems desirable when 
confronted with each successive tax, the amount he pays over in 
taxation will be the same in each case. We arc not therefore con- 
cerned with the problem of the distribution of taxation between 
individuals, i.e. with the ‘incidence' of taxation in the ordinary sense 
of the word. Nor is it being implied that taxes which produce the 
largest re-adjustments in individual behaviour (i.e. the. ‘greatest 
distortions') are necessaiil> bad, or that those which generate rela- 
tively minor adjustments or none at all (i.e. are ‘neutral') arc neces- 
sarily good. It IS not even to be inferred that a lax which is ‘pre- 
ferred' to another by the individual concerned is necessarily a ‘better’ 
tax in any more general sense . . . after all, some individuals have 
to make sacrillecs for the sake of the rest. Thus even assertions such 
as ‘w'clfare will definitely be greater under the expenditure tax’ must 
be considered statements and noi valiw-jiul^meni^. All that is 

being asserted in such a sta emv nt is that the impact of that particular 
tax upon that particulai individual in that particular situation is 
such that he will prefer to pa,y the given amount of tax under the 
expenditure lax. This is simply a piece of evidence to be weighed in 
the balance along with other relevant considerations when a general 
decision as to the imposition or moJiticatio.. of a tax is being taken. 
This point is equally important v.hcn it comes to interpreting the 
more specific results wc have obtained. To say that one tax leads to 
less saving than another of equal yield is not condemn the former 
and praise the latter, but it is simpN a statement of fact about the 
two taxes. There may be occasions Vvhen the Government needs a 
lax which discourages saving, in which case the foimer tax will be 
rated above the latter. And the same sort of considerations apply 
to all of our other rc^uUs. 

Nor IS the ‘equal-yield' condition sacrosanct. It uas the great ad- 
vantage that it makes it possible to isolate differential effects of taxes 
that are due to their respective structures, by neutralizing any differ- 

H 
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enccs that might arise from varying yields. But the analytical frame- 
work could equally well be put to work in a context in which some 
other variable were held constant, say the level of consumption of the 
individual. As a variant of this, we might instead be interested in 
comparing the effects on work, saving, tax yield, etc., of various tax 
measures each of which reduces an individual’s consumption by some 
fixed amount. This sort of investigation might be needed if a Govern- 
ment is contemplating using taxes a^ an anti-inflationary weapon 
designed to reduce the general level of consumption demand. In such 
a situation, the actual level of tax revenues might be rclati\cly un- 
important, but any side-effects upon the supply of effort or on risk- 
bearing might be crucial. 

Unfortunately it is not feasible to work out such alternative ap- 
proaches jn any detail in a book of this kind, but it is important that 
the versatility of the analytical tools be fully appreciated, for the 
analytical methods expounded here can easily be adapted to serve 
purposes other than those to which they are put here. The cases 
dealt with in the text are merely illustrative, they are by no means 
exhaustive. 

Finally, ma> I emphasise that the whole tenor of tWs analysis is 
intended to be pragmatic and open-minded, for dogmatic prejudice 
has for too long been a major hindrance to dispassionate economic 
analysis of taxation, and especially of the direct taxation of persons. 



CHAPTER SEVEN 


Taxes on Business Profits 


Businesses are not always easily distinguishable from persons in the 
matter of taxation. The one-man business is a case in point. The sole 
trader can be thought of as a ‘scif-cmpIoycd’ man, owning the capital 
invested in his business. It is sometimes advantageous in principle to 
regard his habit of financing his personal consumption expenditure 
straight out of his takings as being the wages he earns for the labour 
he has supplied to the business, or as interest on his capital, or as his 
reward for risk-taking, or all three. These distinctions arc neverthe- 
le.ss artificial, for the individual himself does not make them. In con- 
nection with taxation it will sometimes be useful to regard these 
borderline cases as being instances ot personal taxation (e.g. with 
respect to personal allowances and the rate of progression when in- 
come tax is levied), while at other times (e.g, when it comes to the 
impact of turnover taxes, or taxes on particular factors of production) 
it will be more useful to stress the business aspects of this admittedly 
hybrid phenomenon. For this distinction is not only blurred in the 
analytical contex', but also in the actual practice of tax authorities. 
Some business taxes are limited in thiir application to incorporated 
firms, while others extend not only to unincorporated firms, but 
also to partnerships and even sole traders, while for other purposes 
the latter categories may be subjecicd to personal taxation. No hard 
and fast distinctions will therefore be enforced here. Whether or not 
the analysis that is being conducted at any silagc is applicable to any 
particular sort of business will depend on the actual tax laws in the 
particular situation that is being analysed. 

Several different kinds of tax will be analysed in this chapter. We 
shall begin with a sort of ‘lump-S'inf lax, such as a fixed annual 
licence dul\, which can only be avoided if the business is wound up 
completely, but otherwise docs not vary in amount whatever arc the 
reactions of the business. Then will follow, in turn, an analysis of 
taxes on net prolils, and ot a tax on excess profits. In the next 
chapter we shall go on to consider gross taxes, a tax on ‘value- 
added’, taxes on various factors of production, and, finally, taxes 
on consumers’ goods. In each case we shall be concerned with the 
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effects of the tax upon costs, output, price, the demand for factors 
(including investment), and upon profit distributions. Since we are 
still working within a micro-economic framework, however, the 
wider repercussions of these various reactions will not be considered 
at this stage. 


(A) A LllMP-SL’M TAX 

A lump-sum tax is equivalent to an increase in fixed costs by the 
amount of the tax. Since it docs not vary with the level of output, 
or with the price charged for the product, it will not affect the margin- 
al cost or the marginal revenue of the firm. Thus, in figures 7.1 and 
7.2 arc shown the shorl -run effects of ^uch a tax upon a firm in a 
perfectly competitive market and upon a monopoly respectively. 



In figure 7.1 the firm was in long-run equilibrium (making only 
‘normal’ profit) with an output OQ which is sold at a price OP per 
unit. The curve marked MC indicates the marginal costs of the 
firm, and AC its average costs. The lump-sum tax (the amount of 
which is indicated by the area PRST) shifts the average costs from 
^C(before tax) to AC' (including tax), but leaves marginal cost (MC) 
unchanged. (The vertical distance between AC and AC' will get 
smaller and smaller as the volume of output over which the lump- 
sum tax is averaged gets larger and larger.) Since, in a perfectly 
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compctilhe situation, price is given (and therefore average revenue 
(AR) and marginal revenue {MR) are also given and equal), then 
the output at which the firm maximizes its profits (i.e, where A/C'— 
MR) is the same after the imposition of the tax as it was beforehand. 
After the tax, however, the firm makes a loss of (or has its normal 
profit reduced by) PRST, the amount of the tax. If the firm sees no 
prospect of this situation changing, then it will presumably close 



dowMi so as to cut its los>es. In the monopoly case depicted in figure 
7.2, the monopolist was in cqiiilibriMm with an output 00 for which 
he charged a price of OP per unP. The cost curves arc indicated as 
before, although the demand conditions aie obviously different, as 
shown b\ the AR and ^fR llnc^. The impact of the lump-sum tax 
in this case is also such as to leave the marginal conditions, and there- 
fore the optimum output, unchanged, but the effect on profits in 
this case is simpl> to reduce them PJ'RO to PVST. It is quite 
conceivable ol course, that a sufficiently large lump-sum tax could 
also put the monopolist in a position where he could only operate at 
a loss. 

When we turn to the long-run effects, only the monopoly case will 
be considered, for the long-run adjustment in the perfectly com- 
petitive case depends on the industry-wide adjustment as determined 
by the reactions of the other firms, and especially on the rate at which 
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firms close down. Thus in figure 7.3 is set out the monopolist's long- 
run average cost curve (LAC) which is an ‘envelope’ curve enclosing 
all the short-run average cost curves (such as 5.1C, which is the same 
as in figure 7.2). The long-run marginal cost curve (LA/C) is 
derived directly from LAC and not from the individual short-run 
marginal cost curves (such as SMC which is the same as MC in 



figure 7.2). The demand conditions arc .assumed to be unchanged. 
The monopolist was originally in long-run equilibrium at an output 
OQ and charging a price OP, Note that in this long-run equilibrium 
situation both LMC and SMC arc equal to MR, The lump-sum 
tax shifts LAC to L 1C', the latter being the cn\ elope curve enclosing 
the short-run a\cragc cost curves which include the lax, such as 
SAC' (which is the same as AC in figure 7.2). But LMC is again un- 
changed, so that the long-run equilibrium output and price arc also 
unchanged. All that happens, as before, is that the monopolist’s 
profits arc reduced by the amount of the tax. I'he long-run situation 
is, in fact, essentially similar to the short-run one. 

There is one aspect of the matter, however, that requires this 
solution to be modified somewhat. In the long-run, investment in 
capital equipment can take place. The lump-sum lax will not affect 
the expected gross returns from such investment, but it may in a 
roundabout way, affect its cost. This is because the tax reduces the 
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disposable profits of the firm, which might have been distributed to 
shareholders, or re-invested in the firm. If it is re-investment of profits 
that is reduced, then total investment still need not be affected if the 
necessary finance could be borrowed easily on the same terms that 
apply to internally generated capital. But this may well not be so, 
so that the assumed reduction in re-invcstable profits will force the 
firm either to reduce the level of investment or to draw upon more 
expensive sources of finance, or both. It is probable that this effect 
is more marked in the case of small firms, for the imperfections of 
the capital market bear more hardly upon them. In this way, the 
costs of expansion in the lotig-run may therefore be raised, and in 
such a manner that both the average and marginal costs arc raised 
once the level of output is reached at which the substitution of the 
more expensive exkinal funds for ihe cheaper internal ones become 
necessary. In this roundabout way. then, the level of output may be 
reduced, and costs and prices increased, by the tax in the long-run. 
Note, however, that this effect depends on (a) the redciction of 
profit appropriations for re-investment (w’hich may not occur because 
profit-distributions to shareholders ma> be cut instead) ; atuKh) there 
being a need to replace such lost funds by outside borrowing; (7/7^/(c) 
such outside borrowing being more expensive than the (opportunity) 
cost of using undistributed profits. 

Only in this last special case will the pattern of factor use be affected 
by the tax, for in the others oulpui and relative costs are unaffected, 
except where the 'ax forces the firm to go out of business. Where 
expensive borrowing is req- ireu to finance the puichasc of any factor, 
then clearly that factor becomes relatively more expensive than the 
others, and some substitution of other factors for it may occur. 

(B) TAXES ON PROFITS 

There arc various methods by which business taxes are related to 
profits as the index oflhcir taxable capacity. Here we shall first of all 
consider a simple proportional tax on net profits, and then go on 
to consider some of the difficultiL encountered in defining ‘net 
profits', and especially as regards the treatment of capital expenditure. 
After briefly considering some other complications associated with 
taxes on net profits, this chapter will conclude with a summary 
treatment of taxes on excess profits. 

(i) A SIMPLE PROPORTIONAL TAX ON NET PROFITS 

In this section we shall analyse a simple proportional tax on net 
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profits and compare it with the lump-sum tax of the preceding section. 
The case of the perfect competitor will be ignored, since he made no 
profits, and all the relevant points can be made for the monopolist. 



In figure 7.4 wc have the monopolist again (see figure 7.2> operating 
under the same conditions as before. Now let us assume that a tax 
on net profits is impc»scd at a rate of 50 per cent. This would reduce 
his profit at the output OQ from PVRU to PVST, the other half 
RSTU being taken in tax, the point S being mid-\\ay between R 
and r. Taking all other levels of output (up to 14^) where a profit is 
being made (i.e. w'hcre AR is greater than AC) and plotting the 
points midway between AR and AC at each such output, we would 
derive the locus of all such points as S, and this is plotted as the 
curve AC \ AT. i.e. average cost plus average tax. A similar process 
can be carried out for the marginal relationships, the result of which 
will be the curve MC | A/T, representing the addition to costs and 
to tax liability of each unit increase in output. It w*ll be noticed 
that at the optimum ouput, since no profit is made on the last 
unit produced (for MR=MC there) marginal tax is zero, so that 
MC+MT the same as MC. At greater levels of output than this, 
each additional unit produced adds more to costs than it does to 
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revenue (A/C is greater than MR) and therefore profits are being 
reduced, and so is the tax liabilit>, so that MT\^ negative, and MC + 
MT lies below A/C Thus if the film takes account of Ihe tax m 
calculating its most piofitable output (i e if it equates A/C rMT 
and MR) then it will still choose the same level of output (and charge 
the same price) as it did before Moieover it will be seen from figure 
7 1 that since LMC MR at this same output, then marginal tax 
IS also zero in the lone-run analysis, and consequently the long-run 
equilibrium will not be disturbed cither 

The qualification concerning the possible effect on investment 
through the reduction of rc in\c>tmenl icm iins valid here but to it 
will bo added the cfl ‘ct o1 the simple proportional tax on net profits 
m reducing the icluin on the investment \ hen made rheic is no 
nefd to elaborate lhl^ point hcic 

(ll) THF DIIIMIION ()I MT PPUlIfS 

No questions h ivc been asked so f ir abot^ \\hat cocs mfo the cost 
curves except to man tain the distineiion bciween lued and \inablc 
costs between avenue and marginal eo I nid hetween the short 
and long run Still less has Keii s nd about n v^nuc It is to further 
consideration ot the inemuig ol th^se terms that this section and the 
next aie devoted In this section we shall be concerned mainly with 
curicnt rc\cnue and cxpciditurc leaving cipitil transactions until 
section (in) 

As long as the kind anahsis wc ha\e been pursuing is being 
used to throw liuht on de»_isiop makinu processes withm a parMcular 
firm then we simph .idc»pt vshatever com^nlions are used in that 
firm in delin'ng revenue and cos > and even though wc have to 
vary these definition, Itom firm t > iinn this \vi I not matter But 
once we start usin" tt i se tools lor purpONCs of tax analvsis, this state 
of affairs cannot be pemnlltd to eontiniic The tax authonties do 
not allow firms to adopt wh ilevei convci tions they like in aniving 
at net profits for tax purposes although firms can adopt what con- 
ventions they like in making their price and oitput decisions It is 
theicfore quite likclv thit there be a noticeable dichotomy 
between tie firms dclinition and the lax authonties’ definition of 
net profits 

The two major respects in which differences may arise on the cost 
side concern certain curicnt business expenditure on the one hand, 
and the treatment ot capitil expenditure on the o^her It is not our 
concern here to argue the case lor or against treating such ex- 
penditures in one way or another All that relevant lor this analysis 
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is that such differences do arise, and it is the various possible impli- 
cations of this fact that will be considered here. 

Some current business expenses (e.g. on entertainment, or ad- 
ditional remuneration for directors who arc also controlling share- 
holders) may be disregarded by the tax authorities in calculating 
taxable profits, which means in effect that they are treated as distri- 
butions of post-tax profits, rather than as costs, if the firm, on the 
other hand, in its decision-making ne\erLhcless treats such items as 
costs, then the levying of a 50 per cent tax on the revenue out of 
which they are to be met is equivalent to a tax of 100 per cent on 
that class of expenditure (e.g. if £1.000 were to be spent in this way, 
£2,000 would have to be set aside out of pre-tax profits to meet it). 
If the expenditure in question is a fixed cost, then the analysis follows 
that of the lump-sum tax in section (A) of this chapter, except that 
there is an additional discriminatory effect against that class of ex- 
penditures because of the virtual doubling of its cost as compared 
with the o-^hers This discriminatory effect is analysed more fully in 
section (D) of Chapter Vlll. However, if the disallowed expenditure 
is regarded by the firm as a variable cost, in the short oj long run, 
then new possibilities arise which will be our next concern. 

For simplicitx’s sake let us assume that the disallow'cd expenditure 
is a fixed sum per unit of output, and that the firm is not willing 
(or not able) to cut such expenditure (net) in spite of it«> unfavourable 
tax treatment. Both a\eragc and marginal costs (as interpreted by 
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the firm) will therefore include these expenditures, but the costs 
that are taken into account by the tax authorities will exclude them. 
We therefore have the situation depicted in figure 7.5, where the 
original cost curves /iC and MC arc the ones used by the firm in its 
decision-making, and the lov\cr cost curves and AfC^ are those 
used by the tax authorities in calculating the tax liability (and there- 
fore also used by the firm when calculating its tax liability). The first 



stage in the analssis of this situation is to c'’lculaie the tax liability, 
and this is done in ligurc 7.6, vshich follows the pa Hern set with re- 
spect to iigiirc 7.4. but in this ca'^' usc^ the U ^ ana curves 
instead. The second si igc is to superimpose this tax liability upon 
the firm's own cost cur\es. and this done in figure 7.7. Here the 
vertical dilTcrcnce between IC'* and K ' ' '1 T in figure 7.6 has 
been added to 4 C" (from figure 7.5) to gi\‘- 1C ^ 4 T, and the vcilieal 
dilTerence between ^fC^ and AfC' ^ Aff added to A/C to give 
AfC t A/r. It is now these comp 's le cost ciiivcs ( tC+-4r and 
AfC I Af T] that the fiim will take as icle\ant for it^ decision-making, 
for the marginal tax liability will be treated as an addition to marginal 
costs in the ordinary way. Moreover, it wall be seen that, contrary to 
our earlier findings, in this case the marginal relationships are 
affected, and consequently the optimum price and output will 
change. When AfC-j MV is equated to A^R (in order to maximize 
net profits as defined by the firm) then the resulting output wall be 
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OQ2 (instead of OQi prc\ iously), and the price charged will be OP» 
(instead of OP ^ previouslx ). 

Thus w'e may conclude that, in the short run, if the tav authorities 
are more restrictive in their definition of costs than is the indi- 
vidual firm, and the latter continues to spend the same amount of 
money on the di:)allowed item and persists in considering it a cost 
in its price and ouiput decisions, then the tax will lead to higher 
prices and lower ouiput than in the pre-taK situation. A long-run 
analysis would show that similar results hold in that context also. 
Besides the discriminatory clfcct on the disallowed expenditure, the 
reduction in the level of output will also affect factor use generally 
by reducing the demand for the variable factors. 

It need hardly be added that this whole analysis has simply to be 
thrown into reverse to deal with the opposite case where a firm is 
able to treat as costs for lax purposes items which are, in its eyes, 
distributions of profit. 

(iii) THE TREATMENT OF CAPITAL EXPENDITURFS 
Capital expenditure by firms present many of these same problems 
in an even more acute form. Even within the firm there are several 
problems of apportionment that arise in this respect; firstly, at what 
rate should the cost of a capital asset be charged against output, or, 
in other words, what is the proper rate ol‘ depreciation or write-off 
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for any capital asset from the costing or pricing viewpoint ; secondly, 
since such assets normally have a fairly long economic life by com- 
parison with other factors of production, their current replacement 
cost may be very different from what the asset actually cost when it 
was purchased (and its cost when it comes eventually to be replaced 
may be different again), sj that if the cost which is apportioned is 
the actual 'historical' cost of the asset, then this factor is being priced 
on a different basis from currently purchased factors, with conse- 
quent probable distortion of true cost relationships. 

Hut quite apart Irom these costing problems facing any particular 
firm, there are additional complications when the interests of the 
taK authorities are taken into account. Capital expenditure as such is 
usually not chargeable against current revenue for tax purposes. 
Instead, depreciation charges are allowed at fixed maximum rates 
which arc ‘notional’ in the sense that they do not represent any 
actual current outlay (current expenses on repairs and maintenance 
are usuall> considered current expenditure and treated accordingly), 
but arc simpl\ an allowance of pari of the actual past outlay on the 
capital equipment which may be charged against current revenue 
in the year in question. If replacemenl cost is ''sed as the basis for 
calculating the depreciation allowance, then instead of it being an 
allowance of some past capital outlay it becomes a provision for 
some future outlay, but n is still (indeed even more) ‘notionar. 
Since such allow^anccs are notional, then it is diflicull to say whether 
or not any particular charge is 'right’, since all schemes arc arbitrary 
in the last resort. The la^ autuoritic' arc anxious to apply standard 
procedures as far as possible, and arc also anxious ‘to protect the 
revenue', i.c. not to allow depreci ^tion charges to become a loop- 
hole in the lax laws ihiough whivii a great deal of lax avoidance 
occurs. From this point of view' there is a clear conflict of interest 
between the firm and the tax authority, for me former wants deprecia- 
tion allowances to be as liberal as possible, and the latter for them 
to be as restrictive as possible. What usually happens is that the tax 
authorities specify what methods of calculuiirg depreciation are 
acceptable to them, and the firn, ihen chooses whichever of the 
admissible methods is the most advantageous to it. Even so, it is 
quite likeiy that the sort of discrepancies will arise that were dis- 
cussed in the preceding section, namely, that the amounts deductible 
as costs for the purposes of taxation will fall short of the amounts 
that firms actually tend to set aside. To the extent that this happens 
in the case of depreciation allowances, the analysis of the preceding 
section will be valid here too. 
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But there are also devices in common use by tax authorities which 
work in precisely the opposite direction. Examples are provisions 
for ‘accelerated depreciation’, for ‘free write-offs’, for ‘initial allow- 
ances’, or ‘investment allowances’. The varying details of these 
schemes need not detain us here, but their general effect in each case 
is to allow larger (or earlier) deduction of capital expenditure from 
current revenue in calculating taxable profits, than would be the 
case under the ordinary depreciation allowances. If these provisions 
arc general and suflicicntly liberal, they may not only offset the bias 
just described, but may actually reverse it. But quite frequently 
they arc used in a deliberately selective way, to apply only to certain 
classes of asset, or to assets purchased within a certain time period, 
or to assets used for a special purpose. In these eases, there will be 
superimposed upon the general effects discussed earlier, certain 
discriminatory effects between different classes of investment and/ 
or between investments made at different times or for different pur- 
poses. 

(iv) OTIfIR C'OMPLICA 1 IONS 

There may be a further discriminatory effect upon invosiments of 
different sorts if the las authorities regard interest or mortgage pay- 
ments as deductible costs but dividends as shares of profit, for in 
this case the raising of capital in ways that carry a lixed-intcresl 
obligation becomes relatively cheaper than those which earn a re- 
ward that has to be paid from taxed revenue. 

But probably more important than this is the discriminatory ele- 
ment that is introduced deliberately into some taxes on profits, 
whereby profits distributed to shareholders (by way of dividends, 
etc) are taxed at dilfcrcnt rales to those which arc retained in the 
business (for instance added to reserves). Let us assume that this 
discrimination takes the form of impo.sing a higher rate of tax on 
distributed than on undistributed profits. Obviously, this increases 
the relative cost of taking monev out of the firm, and makes it 
relatively cheaper to retain funds for reinvestment (rather than, say, 
paying them out to shareholders and then seeking fresh funds through 
the stock exchange). The combined effect of this change in the 
relative cost structure will be to increase the reward (m terms of 
tax avoided) for finding means of getting such funds into the hands of 
shareholders in ways which the tax authorities accept as ‘costs’ for 
tax purposes (e.g. more liberal expense accounts for director-share- 
holders), If less profits arc distributed and more ‘ploughed back’ 
into the firm, then the capital value of the firm is likely to grow. 
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and if its shares are realizable, and capital gains on such shares are 
not taxed, or not taxed as heavily as other kinds of income, then 
this capital appreciation effect may be more advantageous than 
dividend distribution. There arc therefore many further reper- 
cussions that may result as the firm adjusts to such a situation, and 
its shareholders react accordingly. 

In this connection too mention must be made of the effects of these 
various discriminatory elements upon risk-taking. The relatively 
favourable tax treatment of interest payments as opposed to dividend 
distributions ^vill clearly have repercussions in this field. But in 
less obvious, but no less important, wavs so will the disturbance of 
the relationship between internal and external sources of investable 
funds. If a firm has to be more cautious in the uses to which it puts 
externally raised capital, then forcing it to rely more on such capital 
may force it to take less risks. The opposite effect ma>, of course, 
follow if the tax leads to smaller dividend distributions in order to 
increase the retention of profits. As might be expected, the nature 
of the loss offset provisions will also be important, but not in quite 
the same way as before. If firms arc allowed to set off losses in one 
line of business against profits in another, then clearly the multi- 
product firm has an advantage over the specialized firm in this 
respect, and may therefore be better able and more w illing to take risks. 

Thus in many different ways (of which only a selection have been 
meniioned here) the process of defining the tax base more closely 
may have both intended and unintended discriminator} effects upon 
the behaviour of firms, lat may be quite far removed from the 
main purposes of the tax. 

(v) A TAX ON EXCLSS PROmS 

Taxes on excess profits are levied on all prclUs above some stated 
minimum. This minimum (or ‘standard') profit is usually calculated 
for each firm individually, and will be based on one or other (or 
some combination ) of the following criteria ; 

(a) actual profits of that firm in some past period ; 

(b) actual rate of return on cjpii *» employed in some past period 
(which is then applied to the actual capital currently em- 
ploved); 

(c) a given (notional) rate of return to be applied to actual capital 
employed in me current period ; 

(d) some fixed sum. 

The firm is usually allowed to choose whichever of these various 
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criteria is found most advantageous to it (i.e. the one which gives the 
highest "standard’ profit). The standard profit, as thus determined, is 
the amount of profit that will be exempt from the excess profits 
tax, all amounts above this being taxed at the set rate (which may 
be as high as 100 per cent!). Usually, payments of other taxes are a 
deductible expense in calculating liability for this tax, and there may 
be some overall limit on the amount of excess profits tax that is 
payable (e.g. that it shall not be more than a certain percentage of 
total profits, i.e. including standard profit). 

For simplicity, let us assume that the tax is a simple proportional 
one on all profits in excess of the standard profit, and that the firm 
has chosen the fixed sum (alternative (d) above) as the most advanta- 
geous method of computing this standard profit. Up to this level of 
profits, no tax is payable, and thereafter let us assume the lax rate 
to be 50 per cent. The effect on the marginal relationships in the 
range of profits in which tax is payable is therefore precisely the same 
as that of the simple proportional tax on net profits analysed earlier. 
The average rate of tax will of course be lower, because of the ex- 
emption of profit up to the fixed standard. Because the marginal 
relationships at the optimum level of output are unchanged, there will 
be no short-run effects on price or output, except in the indirect 
ways mentioned earlier. 

The long-run analysis presents the same situation as before, but 
there are some additional complications associated with this tax 
that must be gone into more thoroughly. Taxes on excess profits are 
usually temporary taxes, imposed only m emergencies such as wars, 
and firms know this, although they cannot usually tell just how long 
the tax is going to be lc\ied. There is therefore a foreseeable future 
in which no excess prolits tax is going to be levied, and if a firm is 
currently paying excess profits tax, then it may well find it worth 
while to increase those current expenditures (and thereby reduce 
current tax liability) which increase future prolits (when the overall 
tax rate will be lower). One obvious such expenditure is long term 
advertising. A 50 per cent excess profits tax rate thus becomes a 
50 per cent subsidy on such outlays, so that the lest as to whether 
such expenditure is wxirth while or not becomes a less stringent one 
than it would be in the absence of the tax. It is not uncommon for 
the tax authorities to attempt Ic* protect themselves from this re- 
action by having inserted in the tax provisions a clause giving them 
power to disallow, for purposes of computing taxable profits, out- 
lays which they considered ‘excessive’ or ‘unreasonable’, but the 
efficacy of such provisions is open to question. 
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The other mam difference between a tax on net prohts and a tax 
on excess prohts is that the impact of the latter depends not only on 
the current situation of the firm in question, but also upon its past 
history Two firms whose current situations are identical may 
nevertheless be treated quite differently under the excess profits tax, 
because, say, one had been very prosperous m the past and had there- 
fore a very high standard profit (and therefore a relatively low cur- 
rent tax liability), whereas the other had no such record of prosperity 
(it might in fact be a fairl> new firm) which could, therefore, only 
attain a relatively low ‘standard’ profit, and hence be subjected to 
1 datively hcavv current taxation of iN ‘excess profits’ 1 bus not only 
ma> different mdustiies be differentlv affected by such a tax (ac- 
cording to the general levels ol their pa^t profits) but differum firms 
m the same industi^ may wefi also be affected diffcrciul> 
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Taxes on net profits aie taxes on gross revenue minus gros> cost 
Turnover taxes are taxes on gioss icvcnue itself and t ixes mav also 
be levied on gioss costs or on gross cxpciidi I lire If wc uiioic changes 
in ret indebtedness and in liquiditv, the lelatioiiships between these 
various tax bases is <is follows 

Ciross I xpenditure Gross Revenue /iiiiiwi Distributed Piolits 

Ciross Costs Ciross Expendituie/w/H/s (jross Invislnienl plus 
Depreciation 

tsel Profit (jross Re\eniiC7i»/i//\ Cjross Costs 

Distributed Piofits phis (jross Invesiment minus 
Depreciation 

(where ‘Gross Invesiment’ means the piiichasc of capital goods) 
All gross taxes have one gcneial (.Heel that is absent from taxes on 
net profits, ind that is that they piovide a sliong incentive towards 
the ‘vertical integiatioiT of firms Such mcigers have the etket of 
converting wh^t were jireviouslv expenditures costs oi revenues into 
purely internal beiok keeping transactions, thus reducing the tax 
base This gencial cneet can be ollsct bioadl> in one ol two wa>s 
The hrst is to levy the lax at a single stage onl) It the lax is imposed 
at an early si.igc in the produetive process, thtn it beuimcs a tax on 
certain law malciials and inteimediatc goods (sec section (D) 
below) and i* it is imposed at a later stage it becomes a tax on con- 
sumer goods (sec section (C) below) The olhei way of handling the 
problem is to convert the gioss lax into a tax on ‘value added’, 
and such a lax is the sub)ect-mattcr of section (B) below 
Quite apart from this general effect, the various gross taxes have 
somewhat different impacts from each other, because ol their 
diffenng tax bases The gross expenditure tax exempts distributed 
prohts from the tax base a'' compared with a gros revenue tax, 
while the lax on gross costs excludes actual expenditure on capital 
goods but includes depreciation If both aie simple proportional 
taxes levied at the same rate then in the long run the result will be 
the same, of course, but the timing of the tax liabilities will ditler. 
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and this introduces important variations. All three gross taxes will 
shift both average and marginal relationships (the gross revenue tax 
shifting the revenue curves and the other two the cost curves), so 
that output, prices and profits will all be affected. With simple 
proportional taxes (as assumed throughout this chapter) these 
shifts will be simple proportional shifts over the whole range of 
output, and will bear no direct tclatiouship to net profits. 

(A) TAXES ON (IROSS REVENUE AND ON 
GROSS C OST 

In figure S.l the impact of a simple proportional tax on gross revenue 
IS set out. for simplicity’s sikc, average and marginal costs are as- 
sumed constant anJ ctjuai (i.e. no fixed costs) at -iC'o M( o The de- 
mand curve t 1/?|) and its associated margmal revenue curve (MR^ 
produce a prc-t ix optimum output ()Q^^ (where MC (,), which 

IS sold at a |>!icc Ol\^. A U) per cent g’-oss levcnuc tax wilj shift the 
net leceipts o1 the iiini fiom IRi to l/G ftoni ^^Rl to MRi^ 
i.e. to 00 per cent of then previous level at each level of output. 
The post-lax optimum is then tound b> equating \iR^> and 
w'hich gives an output of OQ^ {v\hich is less than OQy!\ and a price 

(which IS more than Ihc tax >ield will be RSTP^ (i.e. 

the dilferenco between AR, and iRo multiplied b\ the output OQi). 
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To compare this outcome with that under a tax on gross costs 
which has the same tax yield, it will first be necessary to construct a 
locus of all the points at which such a tax would produce the yield 
RSTPi, What is required is that at each level of output, the average 
cost curve is shifted upwards by a sufficient amount so that when this 
increase is multiplied by the output in question it produces the 
desired amount in tax. The size of the shift in the average cost curve 
represents the rate of the gross cost tax per unit of output. Thus at 
the output OQi the required shift would be by S'T\ which is equal 
to ST. Similarly, at an output which is half of OQi the shift would 
have to be twice S'7\ and so on. The line 11 X is the locus of all 
these points such as V. If the gross cost tax is to produce the re- 
quired \ic1d at any chosen output, then the (horizontal) average 
cost curve (including tax) must be at the level indicated by irA" at 
that output. But for an output to be chosen, the (horizontal) marginal 
cost curve must intersect the marginal revenue curve ( MR^) at that 
output. Thus the output which satisfies all our conditions is that at 
which WX intersects In figure 8.2 this is shown as the point K, 



and the appropriate cost curve including the gross tax is shown as 

UV 

ACilMCi. The rate of the gross cost tax is therefore y, the 

UQ 2 

tax yield UV / OQ^ ( RSTP^ by construction), the optimum out- 
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put 002 (lower than under the gross revenue tax) and the price 
charged OF 2 (higher than under the gross revenue tax). These con- 
clusions still hold under the more usual assumptions about the shape 
of the cost curves, but the analysis then gets more complicated. 

The data in figures 8.1 and 8.2 can also be used as the basis for a 
comparison between a proportional tax on net profits and propor- 
tional taxes on gross revenue and on gross costs. Under the net 
profits tax we find, of course, that the optimum output remains at 
OQq with a price and a lax yield MN > OQ^ ( RSIP^ by 
construction, since WX represents the positions to be assumed by 
4R-\ AT at each level of output if the yield condition is to be satis- 
fied). Thus the outcome under a net profits tax is that output is 
greater, price lowa'r and post-tax profits gre iter than under a gross 
revenue tax (and, a Jonwti, than under a gross cost tax) ol ih<.. same 
yield. 

The effects on msosiment ol these gro^s taxes, via the cost of 
borrowing, arc the same as with a lump-'»um tax of equal yield. 
These taxes do not alfect the actual net return on investment, since 
they are not levied on net profits, but to the extent that such in- 
vestment increases gross revenue or gross expenditure or gross 
costs (whichever is the base of the tax under consideration), then 
there will obviously be an additional clfecl by this route. Clearly, 
investments promising high net profits relatively to gross revenues, 
etc., will become relatively more attractive than those with a rather 
low ‘net profit uargin’. Thus, both because of their short-run 
effects on output, and Kvaiisc of their long-run effects on invest- 
ment, the pattern of demand for factors ca*^ be expected to change 
under the impact of such taxes. 

(B) A TAX ON VALUE-ADDED 

Leaving aside gro^s taxes for the lime being, let us now devote some 
attention to a simple proportional tax on value-added. In this type 
of tax, any 'inputs' (purchases of law mater»vJs, I’lcl, equipment, etc.) 
that have already been subjected . ' this tax. will be deductible ex- 
penses in i^alculatmg the value of the output to be subjected to the 
tax in the firm in question. An alternative method of computation 
is calculate gross value of the output and apply the tax rate to that, 
then deduct from the gross tax liability the amount of tax already 
paid by other firms on any of the inputs involved, thus arriving at 
the net tax liability of the firm in question. With a uniform propor- 
tional tax the two methods produce the same results, but if the tax 
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is applied at differential rates in different industries the two out- 
comes will not in general coincide. 

As has already been indicated, this kind of tax does not provide a 
general incentive towards vertical integration, as do the gross taxes 
considered in section (A) above, for the ‘value-added' is not aifected 
by such mergers. What such a tax in fact does is to tax gross revenue 
minus certain costs. In this respect thcie is a formal similarity to the 
tax on net profits, but there is one important difference. Although 
both taxes will in general allow the deduction of the costs of raw 
materials, fuel, equipment, etc. (which arc all purchases from other 
firms which will have been taxedi, the one major ‘input' that is not 
^deductible in arriving at ‘value-added' but is so deductible in ar- 
fiiving at ‘net proftt' is the cost of labour purchased from persons. 
Tllierc is also, incidentally, a problem regarding imported gcnids 
aiKif services used in the productive process, which might have to be 
dealt with via tariffs in order to maintain comparability with the 
treatment of the corresponding domestic goods and services. A tax on 
value-added is, therefore, more or less a tax on net profits plus the 
labour content of output, and it is in this light that the tefx is analysed 
in this section. 

Thus in figure 8. AC A/r is the cost curve of the firm, and iC'/ 
MC the cost curve when the direct labour costs arc excluded (for 
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simplicity’s sake these are assumed to be a constant amount per 
unit of output) The ‘value-added’ is therefore the difference between 
gross revenue and /f( ML' W the lax is a simple 50 per cent tax, 
then the average tax ( 1 / ) n\i 11 be half the vertical difference between 
\R and i( , and the malk^lnal tax (i// ) half the \crtical difference 
between A/R and A/C as indicated by /fC ^ AT and MC MT 
rcspc( lively 1 or the firms decision making purposes, the relevant 
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eoa curves will be fliosv ainved at b\ addme the la\ haoilitv to the 
overall cost eur\<. tli »s prudueimr K f fZ and MC MT 1 rom 
hguie h 4 It will be seen that the effect of ihc tax will be to reduce 
IIk optimum output from OQ^ to 00 ^ m e from where MR MC 
to where MR MC ‘ Ml ) and to inerccse price irom OPx to OP^. 
rhe amount ol tax paid will be RSTl , ana profits will have been 
reduced fioin RYU /^ to i Tl P. 

The anaiv as is earned a s^ ige luriher in figuie 8 5, where a basis 
IS established for companim a value-added tix with other business 
taxes of equal vield In in initial situation where the optimum out- 
put IS OQ^y and the optimum price a fax on gross revenue is 
imposed (ct tanire 8 1) which shifts the optimum output to OQr 
(where the nvw marginal revenue varve net of tax, MR' intersects 
the Mi cmve), and the optimum puce to OP The tax yield will be 
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RSTPr* The problem now is to construct the locus of all the points 
at which the average costs plus the average tax (AC-\-AT) must 
be at any output if the yield of the value-added tax is to be RSTPr, 
The easiest output at which to begin is OQr, for here we know that 
the average tax has got to be ST, A value-added tax of the sort we 
are considering raises both average and marginal costs in a way 
that we have already investigated (see figure 8.3), so that at OQr we 
know that the AC-\ AT line must pass through the point V (where 
(M ST), But where will the associated MC rMT line be at this 
output? In figure 8.3 we saw that the value-added tax is calculated 
with respect to the costs IT' and MC (not AC and MC), but that 
the tax so calculated is then added \o 4C and MC to analyse the 
firm’s output decision, and under our special simplifying assump- 
tions AC'MC lies above AC' iMC ' b> a constant amount. All this 
means that the line AC] 17’ will intersect AC'MC at J (in figure 
8.5), i.e. at the same output where AR AC at ./'. Similarly we shall 
find that MC ^ U7'will pass through the point A on AC MC, at the 
same output where MR \fC at K\ This gives us the two fixed 
points \vc need to solve our problem, since under our simplifying 
assumptions all the 'curves' are in fact straight lines, for we now have 
all the information we need to draw in the AC i A T curve through 
V at OQr, and its associated MR-\ MT curve. The 4CA AT line 
must pass through ,/ as well as T, and that enables us to draw it in 
since it is a straight line, and from the point where it intersects the 
vertical axis wc ean draw \fC r ^/7" to pass through K, We then 
find that the MC | A/T given by this curve at OQr is ^Qr- In this 
way we have established one point on the iocus i)f AC i AT points 
( I ') and one on the locus of MC points (N) satisfying the equal 
yield condition for valuc-addct lax (at the Ie\cl of C'Utput OQr), 
We then turn to another lesel of output, say OQ^^, and by the same 
process identify the points B and (’respectively, and so on for every 
other output, in figure 8.6 the locus of all the AC t AT points such 
as V and B is indicated by B V, and that of the associated A/7' 
points such as N and C by YZ. 

What has been achieved so far is .ae setting out of all the possible 
outcomes under the value-added tax which satisfy the tax yield con- 
dition. But in order for any particular outcome to be chosen by the 
firm, it has to s:Uisf> the profit-maximization condition, namely 
MR MC f ;V/T. If we look at YZ (which plots every admissible 
A/C-l MT) wc find that it intersects MR at //, so that the optimum 
output (among those that interest us) is OQ^. Although the MC rMT 
line through // has not been drawn in on figure 8.6, it will be obvious 
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from the construction of YZ and WX that the corresponding AC-\'AT 
line will give a level of AC-\ AT at OQ„ of FQ, , so that the amount of 
value-added tax paid will be DEFG, which, by construction, will be 
equal to RSTPr (the yield under the gross revenue tax). Thus, al- 
though the value-added lax reduces the optimum output and raises 
the price by comparison with the no-tax situation, it does not do so 
as much as the gross revenue tax does, assuming equal tax yields. 

The comparative result from equal-yield taxes on net profits and 
on gross costs can also be examined with the help of figure 8.6. We 
already know that (barring the complications analysed in the pre- 
vious chapter) the net profits tax leaves the optimum output and 
puce unchanged, its sole result being to reduce profits by AB ''OQq 
( -RSTP, DEFG). A tax on gross costs, on the other hand, will 
shift the AC'MC line upwards unilormly (see figure 8.2). If such a 
parallel upward shift of AC,MC is to produce the required tax 
yield, it must be equal to WX at the output in question and if it is 
to be an optimum output the new \C!MC must equal MR. On figure 
8.6 the only point at which both these conditions are simultaneously 
satisfied is at L, giving an optimum output of 0(>,, a price ofOP^ 
and a tax yield of DMLF^^ ( RSIP,)- In this case the reduction 
of output and the rise in price arc greatest of all the equal->icld taxes 
that we have considered. So, in order of succession from the least 
shift to the greatest, we have first the tax on net profits, second the 
lax on value added, third the tax on gross revenue, and fourth the 
tax on gross cost ; assuming that each tax produces the same >ield in 
C(]uilibrium. The implications for the relative ellccts on factor use are 
obvious. 

All these adjustments arc, of course, short-run ones. In the long 
run these conclusions will have to be modilicd because it will no 
longer be valid to assume the pre-tax cost curves constant under the 
various gross taxes (including the value-added tax), nor will the 
demand for the firm's pioducts necessarily be unaflected. If these 
taxes arc general and uniform, they will lead, as we have seen, to 
increased prices by all firms, and since the products of some of them 
will be the factors of production (raw materials, etc.) purchased by 
others, then the latter's costs will rise as a result of the tax on the 
former. Moreover the cut in output will mean a fall in the demand 
for factors even at the existing prices. This will result in changes in 
relative and absolute price levels, with fuither repercussions (via 
household incomes) on the demand for consumers gc'ods, and so on. 
However, these further effects cannot be handled satisfactorily 
within the present analytical framework, for they could only be 
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introduced by arbitrarily assumed shifts in the revenue and cost 
curves. Instead, they will be postponed until Chapter XII, when we 
shall be considering these wider repercussions within a more general 
macro-economic framework of analysis. 

(C) A GENERAL SALES TAX 

If the gross revenue tax is levied only at the final stage in the pro- 
ductive process, i.e. when goods or services arc sold to ‘final’ con- 
sumers (i.e. persons who are not businesses), then it becomes a non- 
cumulalivc general sales tax. If it is levied at a uniibrm ad valorem 
rale, and if it alTects equally the prices of everything that consumers 
buy, then it is the same as a simple proportional direct lax on ex- 
penditure. But sales taxes are never truly general in that they in- 
clude all items of consumer expenditure, and even if they were, the 
imposition of such a tax at a uniform rate would not affect the prices 
of all caisumers' goods and services to the same extent. 

As far as the producer of any Tinal’ consumers' good is con- 
cerned, a general sales tax operates like a gross revenue tax. From 
the analysis in figure 8.1 we know that it will lead to a low^pr output 
and a higher price, assuming costs and demand constant. With the 
gross revenue tax there was good reason to suppose that costs would 
not remain constant, however, because the firms producing the 
‘intermediate’ goods purchased by the firm in question would also 
be reacting in the same way to this tax. But the general sales tax 
would not be levied on these other firms, so that this effect is absent 
here. Bui the fall in the lirm’s own output (and that of other taxed 
firms) will bring about changes in the demand for factors, and there- 
by probably also in their prices. Similarly, there will probably also 
be general, though indirect, repercussions upon consumer demand. 
Again, consideration of these macro-economic effects is postponed 
fora later chapter. 

The immediate task is to show that, even if factor prices and con- 
sumers’ demand remain unchanged, a uniform ad valortm general 
sales tax will not have the same effects on the prices of all the items 
taxed. Thus in figure 8.7, a general sales tax is imposed which shifts 
the AR line to AR-AT and the MR line to MR~MT. If marginal 
cost is constant at MC\ then the optimum output will shift from OQq 
to and price from to OFi. But if marginal costs are rising, 
as with M(\y, then output will only fall to 00 o, and price will only 
rise to OPo- Thus the extent of the price/output adjustment will 
depend on the elasticity of supply in the range of adjustment. It 
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will also depend, similarly, with rcspcLt lu MR instead of MC, 
upon the elasticity of demand over this same range. Since these 
relative elasticities will in general differ from product to product, 
fiom industry to industry, and from firm to firm, prices cannot be 
expected to rise uniformly as a result of such a ta>. 

fD) TAXES ON PARTICULAR LACTORS OF 
PRODUCTION 

It was pointed out earlier that if a gross tax is levied once only, and 
at an earlier stage in the productive process, then it becomes virtually 
a tax on certain raw materials, intermediate goods or capital equip- 
ment, and is similar in effect to a tax on a pariicular group of factors 
of production But there are also taxes \\hich arc much more ob- 
viously of this kind. Taxes on fuels, on the occupation of business 
property, on the number of people employed or on the total wage- 
bill, on commercial vehicles, as well as tariffs on imported raw 
materials, and so on, are all taxes on particular factors of production. 
Such taxes may be specific (or unit) taxes, i.c. levied at so much per 
physical unit of the factor, or they mav be ad valorem taxes, i.e. 
levied according to tiie value of the factor. 

In this section, it will first be assumed that the pre-tax supply price 
of the factor in question is unaffected by the tax (i.e. the tax is simply 
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added to the pre-tax price to get the new purchase price). The cflfects 
on relative factor use and upon total costs, output and price, of such a 
tax will be considered in this light. Subsequently the possibility will 
be investigated that the pre-tax price of the factor may be adjusted 
after the tax, and the previous analysis modified accordingly. 

(i) LIFFCTS ON FACTOR USE 

It has been assumed throughout this analysis that firms adopt 
methods of producing their optimum output which minimi/.c their 
costs. The combination of factors (given the available techniques) 
which minimizes the cost of production for any particular output will 
depend (among other things) upon the relative prices of the various 
factors. This can be indicated quite simply with the traditional 
tools of ‘isoquants' and ‘isocost lines’, as in figure 8.8. On the axis are 



represented pliysical quantities of two factors of production, X and 
Y. When these are combined in some given amounts, say Ox^ of 
X and Ovq of T, the resulting output (at Z) is, say, Qi of the firm’s 
product. Now this same quantity of product, Qi, could al^o be 
produced by other combinations of X and T, and these other 
combinations are represented by the points on the ‘isoquant’ QiQi, 
among which are Z' and Z\ To find which of these various possible 
ways of producing the output Qi will be the cheapest, we need to 
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know the prices of X and Y. Let us assume for the moment that there 
is a fixed amount of money available to spend on X and Y, and that 
if it were spent entirely on X the amount OA" could be bought, 
while if it were spent entirely on Y instead the amount OB" could be 
purchased. Alternatively, this same amount of money would pur- 
chase any of the intermediate combinations of X and }' shown by the 
‘isocost line’ A"B", Thus for this amount of expenditure we could 
certainly produce the output Qi (with either of the combinations 
of X and Y marked >?"). But we could also do so if we reduced the 
total expenditure, say to the amount necessary to put us on the 
isocost line A'B\ and so on until we get the total outlay down to that 
which puts us on the isocost line AB. There is then no cheaper com- 
bination of X and Y than that given at Z which will produce the 
output Qi. In general, the least cost method of producing any out- 
put is found by idenlifying the point where the isoquant relevant 
to that output is tangential to an isocost line. 



If a tax is now imposed on the factor Y. then lor the same money 
outlay we shall get less of that factor than previously, so that the 
isocost line will be ’swung’ to some such position as 4C in figure 
8.9, meaning that the maximum amount of Y that can now be 
purchased with that amount of money is OC instead of OB, with a 
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corresponding reduction in all the intermediate combinations. The 
largest output that can be produced at this level of costs is Q# (for 
this is the isoquant that is tangential to AC). In order to produce the 
output Qi we shall need to spend more than previously, i.e. to shift 
AC successively further from the origin O, until it reaches some 
such position as D£, where it is tangential to the isoquant at 
V, indicating that the least-cost method of producing Qi is now to 
use Oxi of X and Oyi of V (i.e. less of the taxed and more of the 
untaxed factor, as we should expect). Total costs will have increased 

by the propori ion 

The analysis gels a little more complicated when some factor ad- 
justments take a relatively long time to carry through. For instance, 
if the factor Y in the preceding analysis had been fuel, and the factor 
X capital equipment, then the tax on fuel leads to a change in the 
optimum combination of the two, in such a way as to make it 
desirable to purchase more capital equipment so as to economize on 
the use of lucl. This is how a substitution of capital equipment for 
fuel would come about. But it ma> take some time to get the new 
equipment ordered, built, and installed, and in the meantime the 
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existing amount of capital equipment must be regarded as fixed. 
Thus, in figure 8.10, the factor X cannot be increased immediately 
above Oxo, so that the tax which shifts the (long-run) least cost com- 
bination from Z on AB to V on DE, has the short-run effect of 
shifting AB to R7, with Z fixed. If the new capital equipment is put 
into operation gradually, then the pattern of adjustment will be a 
gradual movement from Z to V, with a corresponding reduction in 
total costs from the level represented by FG to that represented by 
DE. 

This analysis works in a rather similar way in the converse 
situation. Using figure 8.10 again, let us now assume that V is the 
pre-tax situation, that factor A" is a building, and factor T machinery. 
If a tax is imposed on factory premises {X) but none on T, such 
that the optimum shifts from F to Z, this means that it is now more 
eflicient to buy relatively more compact machinery (at a higher 
cost) and reducing the amount of factory space required. But if the 
building is there, and cannot quickly be turned over to other pur- 
poses, then in the short-iun it is virtually costless, thoug*h in the 
long-run of course it is not. Thus although the long-run optimum 
has been changed, the short-run optimum is not, for the amount of 
factory space OX^ is available free, while new machinery costs money. 
Thus the short-run cost lines arc really the vertical lines from the y 
axis, such as Vyx and Zvo» but cut off at the existing amount of 
factory space, \i. Thus in the short-run the cheapest way of pro- 
ducing Qi remains the combination K, for to shift to Z immediately 
means spending extra money on machinery to save costless space. 

(ii) ErrrcTS on cosis, ouifui and prk’ls 

It will be clear from the foregoing that, even though substitution of 
un taxed lor taxed factors may occur (especially in the long run), 
this will not prevent costs from rising somewhat as a result of the 
tax on a particular factor. Even if the factor ceases to be used alto- 
gether, the factors which replace it will not be perfect substitutes 
for it, so that the cost of production will still be raised. 

The actual cost-raising elfccl of any given tax v ill depend upon 
the closeness of the substitutes available, and their prices relatively 
to that of the taxed factor. Thus, in figure 8.1 1, is again the origin- 
al isocost line on which the optimum combination of X and >" for 
producing Qi of the product is to be found. Similarly, V is the opti- 
mum combination of X and Y for producing this same output after 
the imposition of the tax which makes DE the relevant isocost line, 

K 
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We have already seen that this means that costs increase in the 

proi)ortion but not all of this increase is actual tax payment. In 

fact, the quantities Ox^ of X and 0}\ of K, as represented by the 

AA' 

point K, would ha\e cost more (in the proportion even at the 

(/A 


old prices before tax (i.e. if the relevant isocost line had been A'B'), 
otherwise, of course, the combination Z would not have been the 
least-cost combination. Thus, of the total proportionate increase in 


AD 

costs by * - , only the proportion 
()A 


represents actual tax payments, 


the rest, as has just been noted, being extra outlay on factors net of 
tax due to the substitution of X for Y, Thus costs rise by more than 
the tax yield. Only in the case where no substitution takes place will 
the rise in costs and the tax yield be the same. 

The clTccts of the various kinds of cost increase upon output 
and prices have already been examined earlier in this chapter, 
and there seems little point in repealing those conclusions here. 
Instead, let us re-examine the assumption that the prices of factors 
(excluding tax) will remain unchanged after the imposition of the tax. 

We have seen that, eventually and in general the imposition of a 
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tax on a particular factor of production will reduce the demand for 
that factor. If the price of the factor (net of tax) is to remain con- 
stant in spile of the reduction in demand for it, then the supply oJ* 
that factor must be infinitely elastic at that price (at any rate over 
the range within which demand has fallen). The more inelastic is the 
supply of the factor, the more will its pre-tax price fall in the face of a 
given fall in demand. Nevertheless, so long as the pre-tax price does 
not fall by the full amount of the tax the gross price will still rise 
somewhat, and the conclusions of the foregoing analysis concerning 
the paltern of factor use will still be valid, although the evtent of the 
readjustments will obviously be lessened. As regards the effects on 
C'>sts, these will still rise as a result of the tax, but whether the in- 
crease of costs in the user firm is greater or less than the total tax 
payment depends on the extent to which the suppliers are forced to 
accept a reduction in their net revenues via the cut in the price (net 
of tax) of the taxed factor. The elTecls on price and output then 
depend, in the now familiar way, upon the nature and extent of the 
cost change. 

(B) TAXES ON PARTIC ULAR PRODUCTS 

The final type of tax to be consideied in this chapter is the tax on a 
particular product. If the ‘particular product’ is one used in the 
manufacture of some other good, then to its purchaser it is a lax 
on some particular factor, as analysed in the preceding section. If 
the ‘particular product’ is the only one produced by the firm in 
ciucstion, then as far as thai firiii is concerned it is either (i) a gross 
revenue tax, if levied on an ad valorem basis, or (li) a variant of the 
gross revenue tax which shifts the i R and MR curves downwards 
parallel to thcmschcs instead of proportionately, if the lax is levied 
on a unit basis. On the other hand, if the tax falls on only one of the 
goods produced by the firm, then there will obviousl> be a discrimina- 
tory elfcet between different lines. More generally, since the tax will 
not be uniform over all products, it will have a discriminatory 
effect between firms and between industries. Bu; in any case, from the 
micro-economic viewpoint, the anai^s s of the preceding sections 
can be cmploxcd to investigate it, and from a macro-economic 
viewpoint the analysis of Chapter XII will be relevant. 

The ‘particular product' may, however, be one that is purchased 
by ‘final consumers’, i.c. ‘persons’ who are not ‘businesses’. In- 
stances of this kind of tax would be taxes on foodstuffs, alcoholic 
drinks, tobacco, clothing, entertainment, cl'". Many taxes fall both 
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on ‘producers’ goods’ and on ‘consumers’ goods’, such as property 
taxes, and taxes on fuel and motor vehicles. As far as the analysis 
of their impact upon the producing firms is concerned, the pre- 
ceding analysis is still relevant, but for consumers a different set of 
considerations arise, and it is to these that we turn in the next 
chapter. 



CHAPTER NINE 


The Impact of Business Taxes upon Individuals as 

C onsumers 


From the analysis in C’haptcrs Vll and VIII wc have seen that it is 
possible for business taxes of all kinds (and nol simply those levied 
on consumers' goods) to alTccl individuals as consumers by changing 
the rclalise prices of the commodities they buy. In addition, such 
taxes may aflect personal incomes, \ia induced changes in the de- 
mand for factor services, and so on, but all these repercussions will be 
left aside for the time being, and taken up again in Part B, when our 
attention will be concentrated upon economy-wide adjustments, 
rather than upon the position of the individual. 

In this chapter we shall compare the effects upon a consumer of 
price changes brought about by business taxes, with the effects of a 
personal direct tax having the same yield from that consumer. It 
will be appreciated that this is a very limited sort of comparison, and 
although, for conciseness of exposition, the conclusions drawn will be 
stated categorically, stripped of the qualifications necessitated by the 
restricted frame of reference, the simplifying assumptions upon 
which the analysis is to be based will be staled explicitly at the outset, 
and should be borne in mind throughout. 

The relative merits of direct and indirect taxation from the point 
of view of the indiv idual consumer ha' c been the subject of* what must 
be the most famous controversy in lac field of public linmcc. The 
argument has been mainly concerned with answering the following 
question : assuming that a certain sum of money is to be taken from 
a particular individual by taxation, will that individual be better off 
if the tax levied on him is a direct one or an indirect one? It is to this 
problem that this chapter is devoted. 

(A) THE SIMPLE CASE 

The analysis has in the main been concerned only with simple 
proportional taxes, and has been based on the following important 
assumptions: (i) that no taxes other than those under immediate 
consideration are being levied; (ii) that the individual’s pre-tax 
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income is unaffected by either tax ; (iii) that the indirect tax simply 
results in an increase in the price of the taxed good by the full amount 
of the tax ; and that the basic prices (net of tax) of the various goods 
bought by the individual are unaffected by either tax; and (iv) that 
individuals have no direct preferences concerning direct or indirect 
taxation as such. Under these conditions it can be shown that the 
individual will prefer a direct to an indirect tax. 



Consider, for instance, the situation depicted in figure 9.1, where 
the co-ordinates are the same as with the comparable anal\sis of a 
lump-sum ta\ in ligures 2.1 and 2,2 earlier. The individual’s pre-tax 
income enabled him to buy any of the combinations of food and 
clothing represented by AB, of which the combination Q is pre- 
ferred (it being the one where AB is tangential to the indifference 
curve aa). If a tax is now imposed on clothing which results in its 
price being raised by the full amount of the tax, then the maximum 
amount of clothing which can be bought with the given income 
will fall correspondingly, say from OB to OE, with pro rata reductions 
for all the intermediate quantities, so that the new possibility line is 
AE^ instead of AB, Now if the preferred combination on AE is S 
(where AE tangential to the indifference curve cr), then the tax 
yield at this point (measured in terms of clothing) is Sl\ An income 
tax with this same yield would produce a possibility line (through *V) 
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of C/), where DB - ST, Since this line must intersect the inclifTerence 
curve cc at 5, it must itself be tangential to a higher indifference 
curve, such as bb at R, Thus the position R must be preferable to the 
position 5, hence a direct tax will be preferable to an indirect tax 
of the same yield. 

In succeeding sections of this chapter this contention will be re- 
examined within a wider frame of reference, in which the assumptions 
listed at the beginning of this section will be relaxed in turn to see 
what difference each makes to our conclusion. 

(B) THE CASE WHERE TAXES ARE ALREADY 
BEING LEVIED 

Firstly, what if the direct vs. indirect tax comparison is to be super- 
imposed upon a pre-existing tax structure? For practical purposes 
this is likely to be a more relevant framework of analysis, since it 
will usually be marginal adjustments in the tax structure, that arc 
being considered, not all-or-nothmg comparisons. 

One additional complication that arises here, and which requires 
immediate clarification in this new context, is the meaning of the 
‘equal yield’ condition. The imposition of a new tax will usually 
affect the yields of existing taxes to some extent, so that the ‘equal 
yield’ condition must take into account not only the actual yield of 
each of the new taxes, but also their respective effects upon the yield 
of the old ones. 

As regards the c: isting tax structure, there are several distinct 
possibihlics, as follows : 

(i) a pre-existing income lax ; 

(ii) a pre-existing tax on clothing ; 

(iii) a pre-existing tax on food ; 

or some combination of two or more of these three. No attempt will 
be made to deal with the combinations here, since their implications 
can easily be worked out from the ‘pure’ cases. 

The pre-existing income tax presents no serious complications at 
all, since it merely means that we consider the line AB in figure 9.1 
to be equivalent to the line CD in figure 2,2 earlier, and the analysis 
is then conducted precisely as in the preceding section of this chapter. 

With a pre-existing tax on clothing, the only difference from the 
earlier analysis lies in the implications of the equal-yield condition, 
as already mentioned. In figure 9.2, the pre-tax situation is repre- 
sented by and AB represents the situation with the pre-existing 
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tax on clothing. I'hc choice is then to be made between an ajjditional 
tax on clothing or an income tax, assuming that the total tax yield 
in each case is the same (i.c. the yield of the existing tax on clothing 
plus that of the additional tax on clothing is to equal the yield of the 
existing tax on clothing plus that of the income tax). In terms of 
figure 9.2 this means that the two chosen points must both lie on a 
line parallel to A 'A. Thus AE represents the post-tax possibility 
line under the additional tax on clothing, and the point S (where A E 
is tangential to the indilTerence curve a) is the chosen point on it, 
then the point chosen under the income tax must lie somewhere 
on XY, which is a line through S parallel to /IZ. Now the post- 
income-tax possibility line will be parallel to AB, and will therefore 
intersect A' Tat a narrower angle than does /I /T. If it is to be tangential 
to an indiflerence curve somewhere along XY^ then it must be so 
somewhere between S and T, for between S and Z the indifference 
curves will be intersecting XY vA greater angles than at 5, not lesser 
ones. Thus the post-income-tax possibility line, CD, must intersect 
XY at some such position as R, where it is tangential to an indiffer- 
ence curve such as hh in figure 9.2. Clearly, hb is a higher indifference 
curve than cc, meaning that R is preferred to 5, or, in more general 
terms, the direct tax is preferred to the indirect tax (as before). 

The final case (iii), of a pre-existing tax on food, has to be divided 
into three sub-cases as follows : 
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(a) where the pre-existing tax on food is at a higher rate than the 
new tax on clothing ; 

(b) where both taxes are at the same rate ; 

(c) where the pre-existing tax on food is at a lower rate than the 
new tax on clothing. 

Each of these sub-cases will be dealt with in turn. 



riLHirc ^ 3 


In figure 9.3 is depicted the first of these three sub-cases. AB is the 
possibility line after taking account of the pre-existing tax on food, 
while Af: is the possibility line gcncratea b\ the tax on clothing (at a 
lower rate than the tax on food). If 5 (the point where A L is tangential 
to the indifference curve hh) is the chosen point with the clothing 
tax, then for the income tax optimum point to have the same tax 
yield it must lie somewhere on the line AT, which is parallel to ZB 
(the pre-tax possibility line) and passes through S Since the income 
Lax line will be parallel to AB^ it will obviously intersect .Vy at a 
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greater angle than does AE, and, by anology with the earlier reason- 
ing, must be tangential to an indifference curve (such as cr) at some 
point between S and Y (such as R), Clearly S is better than R for the 
individual, hence he will prefer the indirect to the direct tax in this 
situation, a conclusion opposite to that which we have reached hither- 
to. 



In the second sub-case, where both of the indirect tax rates arc the 
same, AE, the consumption possibility line after the imposition of the 
tax on clothing in addition to the pre-existing tax on food, will be 
parallel to the no-tax line as shown in figure 9.4. If 5 is the chosen 
point thereon, the equal-yield condition requires that the income tax 
optimum must also lie on AE (for AE coincides with the line XY as 
drawn m figure 9.3 in this case). We know already that S is the best 
of all the positions on AE, so that the income tax position, such as 
R on CD, must be inferior. Once more then we find that the earlier 
conclusion is reversed, and the indirect tax is preferred to the direct 
tax. 
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In the third sub-ca^e, where the existing lax on food is at a lower 
rate than the new tax on clothing, nothing can be said a pnon about 
the relative menu of the direct and the indirect lax. As will be seen 
from figure 9.5, the respective chosen points, R and 5, arc so related 
to each other that it would be possible for the indifference curve 
that passes thiuugh the one to pass above, through, or below the 
other, according to the particular preference patlcrn of the indi- 
vidual concerned. Thus some individuals in this situation will prefer 
the direct to the indirect tax, some have the opposite preference, and 
others be indifferent between them. 

The general conclusion to be drawn from the analysis of this 
section is, therefore, that the nature of the existing tax structure will 
be crucial in determining whether a direct or an indirect tax will be 
preferred by any individual, even if all the other restrictive assump- 
tions mentioned earlier are satisfied. 



156 PUBLIC FINANCE AND BUDGETARY POLICY 

(C) VARIATIONS IN PRE-TAX INCOME 

The second assumption to be re-examined is that wliich postulates 
that neither the direct nor the indirect tax affect pre-tax income. 
It is conceivable for such taxes to affect pre-tax income in two ways : 
firstly, through variations in factor prices, and secondly, through 
variations in the amount of the factor supplied. Variations in factor 
prices will be left over until Part B, since this is a matter of economy- 
wide adjustment, but the choice of how much of a factor is sup- 
plied by an individual, and how this choice will be affected by taxa- 
tion, is an appropriate topic for us to take up here. Tor the sake of 
simplicity, attention will be concentrated upon the supply of cflbrt. 

To elucidate this problem, even in the simplest case, a three-variable 
analysis will be required, of (he kind used earlier in section (B) of 
Chapter IV. There we were comparing an expenditure tax and an 
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income tax, whereas here the comparison is between an indirect tax 
and a direct tax (it being assumed once more that no other taxes 
arc being imposed). We shall therefore ignore saving, as we have 
done throughout this chapter, and concentrate on two consumer 
goods (one taxed and one iintaxed) and leisure (representing in- 
versely the supply of cfTort). The diagrammatic anal>sis is formally 
the same as in figure 4.11 above, and the details of the argument as 
conducted there will not be repeated here, but may be referred to 
by any reader for whom the present summary treatment proves 
inadequate. The different context requires only the substitution of 
the uniaxcd good Tood' for ‘saving’ on the vertical axis, and the 
replacement of ‘consumption’ by the taxed good ‘clothing’ on the 
diagonal axis, with the plane clyz becoming the possibility plane 
after the imposition of the tax on clothing (instead of on expenditure). 
The result is figure 9.6. 

The pre-tax possibility plane xvk is shifted to dyz by the tax on 
clothing, and let us suppose that the chosen point on this pjanc lies 
somewhere along the line v,ri. The plane c/tf, drawn through this 
line and parallel to the \\z plane, gives all the points at which the 
tax yield is the same as on so that the point chosen on the in- 
come tax plane must he somewhcic on r/c too. Ihe income tax 
reduces the amounts of both goods that can be bought, and results 
in some such possibility plane as ahz, which intersects the cquai-lax- 
yicld plane c/g along the line Oihi, so that the chosen point under the 
income tax must he somewhere along this line if the equal-yield 
condition is to be fulfil ed. 

Ignoring the special case ot the point p, there are three possible 
outcomes : 

I. The individual chooses to be in the range a^p with the income 
tax and in the range with the tax on clothing; 

If. The individual chooses to be in the range with the income 
tax and in the range rj/7 with the tax on clothing ; 

III. The individual chooses to be in the range h^p with the income 
tax and in the range }\p w ith the tax on clothing. 

Under Case I, more effort will be suppn -d (i.e. less leisure enjoyed) 
with the indirect than with the direct tax. This sort of situation would 
arise if the taxed commodity were strongly complementary with 
leisure, for then the tax, by reducing the relative attractiveness of the 
taxed commodity, would also reduce the relative attractiveness of 
the leisure required to enjoy it. (Similar conditions apply to Case 
in below .) The indirect tax on clothing will also lead in this case to 
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more food being bought than with the income tax. But it neverthe- 
less cannot be determined a priori which of the two taxes the indi- 
vidual will in general prefer. It is therefore an open question in this 
case whether direct taxes are better than indirect taxes, or vice-versa. 

Under Case II a more definite conclusion is possible. Not only can 
it be said that the direct tax will lead to more effort being supplied 
than will the indirect tax, and that the latter tax will lead to a lower 
consumption of clothing than will the former, but the position chosen 
under the income lax (along a^p) will dehnitely be preferred by the 
individual to the position he chooses (on z^p) under the tax on 
clothing. Hence, the direct tax is preferred to the indirect tax in this 
case. 

Case HI is analogous lo Case IT, but with the opposite result, i.e. 
the individual will definitely prefer the indirect to the direct tax. 

Our general conclusion is, therefore, that in some circumstances 
the direct tax will definitely be preferred to the indirect tax, in others 
the reverse will be true, and in yet other circumstances it will be im- 
possible to draw an> hard and fast conclusions without knowing 
the precise preference structure of the individual. It will therefore 
be seen that once one allows for variations in factor supplies by 
consumers it is again impossible lo reach firm conclusions about the 
relative merits of direct and indirect taxes from the standpoint of 
the individual. 

(D) OTHER CONSIDERATIONS 

Chapters VII and VIII were concerned, among other things, lo trace 
out the pos:»ible effects upon product prices of various business 
taxes. The general conclusion that emerged w'as that, in general, such 
taxes will in fact lead to changes in product prices, but not by the 
exact amount of the tax. The taxes may also affect factor rewards, 
and thus have further repercussions, through changes in the relative 
price structure, upon the prices of untaxed goods, and upon the 
prices (net of lax) of the taxed goods. A very awkward question then 
arises concerning the precise meaning to be attached to the concept 
of the amount of tax paid by any individual. Even m the relatively 
simple case of a tax on a particular commodity it can no longer be 
taken to be the amount of the taxed commodity bought multiplied 
by the rate of tax on that commodity. This would certainly give the 
‘formal’ incidence of the tax, but it is based on the assumption that 
the tax is shifted entirely onto the consumer and has no other effects 
on the situation confronting him. What we need to know, if we are 
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to apportion the ‘tax yield’ sensibly, is the ‘true’ incidence of the 
tax, and we shall see later (in section (B) of Chapter XI) that to assess 
this is no easy task. Thus if we drop the third assumption mentioned 
at the beginning of section (A) of this chapter, it becomes impossible 
to conduct a satisfactory micro-analysis of the relative effects of 
direct and indirect taxation at all. 

Finally, of course, the individual may have crucial altitudes 
towards direct and indirect taxation as such, irrespective of the impli- 
cations of particular taxes for the choices confronting him as a 
consumer. For instance, he may believe that direct taxes arc pre- 
ferable to indirect taxes because with the former ‘you know where 
you are' and they arc ‘fairer’. Another individual ma\ of course 
hold the opposite viewpoint, asserting perhaps that because in- 
direct taxes arc diffuse and inconspicuous ihev are therefore felt 
less keenly. Considerations of this sort have to he put alongside 
those based on the sort of analysis of consumers' choice that has 
been conducted here, for each will usually weigh to some extent 
with each individual. In some cases the consumer’s choice aspect 
may outweigh the other, in some cases it will take second place, and 
in some cases each will reinforce the other. 

In the last resort it is necessary to step outside the framework of 
individual choice, not only to lake account of the wider ramifi 
cations of the imposition of a particular tax, but also in order to make 
judgments about social as opposed to individual welfare. At this 
level, the preferences of individuals become part of the data in the 
problem of social choice, to be considered alongside other aspects of 
the problem that wc have so far ncglccled, such as the potentialities 
of the respective taxes as instruments of stabilization policy, as re- 
distributive agents, as promoters or retarders of economic growth, 
etc. It is against this background tha^ the direct-indirect lax con- 
troversy has to be considered, if it is to be seen in pcispectivc. 
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Government Expenditure 


The analysis of Government expenditures is seldom as exhaustive or 
as enlightening in textbooks on public finance as is the treatment of 
taxation. Where attention is directed to it, it is often focussed on the 
problem of determining the best level or composition of expenditure, 
on the difficulties involved in devising rational criteria of choice, 
and on the decision-making mechanisms needed to give them effect. 
None of these problems will be considered here, important though 
they are, because the primary interest of economics is to analyse the 
effects of such decisions, however they arc made and however wise or 
foolish they may be. Nor will any consideration be given to the 
administration of Government finances, or to the legal or consti- 
tutional aspects of the problem. In this way, the purely economic 
principles can more easily be laid bare, but these princfplcs, and 
the conclusions to which they lead, must then be tempered by a care- 
ful assessment of their importance relatively to these excluded aspects 
of the problem in the actual situation that is being analysed. 

The classification of Governmental expenditures for purposes of 
economic analysis will not, in general, coincide with the classifi- 
cations adopted for other purposes. In particular, the way such 
items are presented in Governmental accounts should not be ac- 
cepted w^ithout further scrutiny, for the prime consideration there is 
often budgetary control or accountability, so that the categories are 
based on legal or administrative criteria and not on economic con- 
siderations. For the present analysis the following broad classifi- 
cation will be used : 

(a) Transfers in cash or in kind— to persons 

(b) Transfers in cash or in kind— to firms 

(c) Transfers in cash or in kind — to other governments 

(d) Purchases of goods and factors 

The essential difference between a ‘transfer’ and a ‘purchase’ is that 
the former is a one-way transaction, with no quid pro quo from the 
recipient, whereas a purchase involves the supply of some good or 
service in exchange for the payment made by the Government. 
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(A) DIRECT TRANSFERS TO PERSONS 

Direct transfers to persons include such pa>ments as social security 
benefits for unemployment, sickness, old age, etc. They are formally 
similar to direct taxes on persons, though negative instead of positive, 
but the conditions associated with them may make for significant 
differences in their effects. Initially, attention will be concentrated 
upon the analytical similarities, the differences being introduced 
subsequently. 

(i) lUMP-SUM TRANSFERS 

The analysis here is precisely analogous to that of Chapter II, and 
all we need to do is to reverse the direction of change. Thus, using 
figure 2.2, the shift from AB to CD is turned into a shift from CD 
to \B, and similarly for the subsequent analyses of the cffec+s on 
saving and effort, for instance, the effects of a lump-sum transfer 



upon the supply of effort, as set out in figure 10.1 corresponds to 
that of figure 2.11 earlier, and similai conclusions emerge. The lump- 
sum subsidy shifts the possibility line from OA to BC (the amount 
of the subsidy being OB), and this may, in principle, lead to various 
outcomes in terms of the amount of work done and income earned, 
according to the preferences of the particular individual. If, in the 
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no-subsidy situation, the individual had done OX work for OY 
income, the lump-sum subsidy may lead him to choose positions on 
BC such as I (where he gets the same total income but now has to 
work less for it) or 11 (where work is reduced, but total income in- 
creases) or 111 (where the amount of work remains unchanged so 
that total income simply rises by the amount of the subsidy). In 
extreme cases, the individual may even choose to be to the left of I 
or to the right of III. 

Another interesting case is that of the clfect of a lump-sum trans- 
fer (e.g. an old age pension paid at a fixed rate to everyone who 
reaches a certain age) upon the volume of saving. Here the analysis 
is similar to that of figure 2.6, adapted in ilgure 10.2 to meet the 



circumstances of this particular case. The two periods considered 
here are ‘middle age’ (instead of ‘this period’) and ‘old age’ (instead 
of ‘next period’). Tlie lump-sum subsidy is paid only during ‘old age’, 
and we will assume that it cannot be ‘anticipated’ by borrowing 
against it during middle age. It will also be assumed that income (ex- 
cluding subsidy) expected during old age is very low (OYo) relatively 
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to that of middle age (O The rate of interest will be assumed to be 
zero, just to keep the analysis simple. ^45 (in figure 10.2) represents the 
initial consumption possibilities open to the individual. I'hc lump- 
sum subsidy of AC ( BD) increases the consumption possibilities 
for the period of old age but not during middle age fhence the ‘cut- 
off' at DB). If the originally chosen point on A B had been Z (where 
AB is tangential to the indifference curve aa), then the newly chosen 
point on CDB may be anywhere bctweeti E and /) (it is hardly likely 
to be between D and FI). This means that saving may be increased (if 
the newly chosen point lies between L and 6), decreased (between 
G and D), or remain the same (if G is the chosen point). 

Thus the same wide range of possibilities occurs here as with the 
lump-sum tax, and, mulalis mutandis, the general conclusions of 
section (f') of Chapter II hold here too. Thev w*ll be relevant to any 
lump-sum per capita payment made directly to persons, allnough 
such pa>mcnts do not normally constitute a major part of any 
system of transfers. 

(ii)MMIMl PROPORllONAU TRANSI I RS 

Some transfers arc proportional to income, for instance where un- 
employment benefits or pension^^ are related to pa»t earnings. Here 
again we can follow the general lines of the earlier anaivsis of the 
corresponding taxes, vset out m section (A) of Chapter III. If, in 



164 PUBLIC FINANCE AND BUDGETARY POLICY 

particular, we again take up the effect on the supply of effort, we 
find that the analysis of figure 3.5 can be used with a simple reversal 
of the shift (i.e. make it from OD to OA), and with the same range of 
possible outcomes as in the lump-sum case. However, if we compare 
the proportional subsidy with a lump-sum subsidy of equal amount, 
it will be seen (in figure 10.3) that more work will be done in the case 
of the simple proportional subsidy than in the lump-sum case. As 
one would expect, this is precisely the opposite conclusion to that 
reached in the case of the corresponding tax comparison (see figure 
3.6). However, it should be noted that the individual will still feel 
better off in the lump-sum case (for in figure 10.3. as in figure 3.6, 
11 is preferred to I). 

fiii) MORi: coMPMC'ArrD transffrs RriATin lo incomi 
Many kinds of transfer bear a more complicated relationship to in- 
come than those we have just considered. For instance, it is common 
to pay those social security benefits that are intended to relieve 
poverty as such by making up to some minimum figure whatever 
income is actually being earned by the individual. In most cases the 
individuals receiving such supplementation arc not in an eqiiilibrium 
position, because they arc not just able lo work ,is much as they would 
like (because the work is just not available, or because they are sick, 
etc). But where such po^'crty is due to a preference for a low level of 
income and a small supply of effort, the clTccts nf such provisions 
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(as shown in figure 10.4) may well be to reduce the supply of effort 
still further. If OM is the level of income to which supplementation is 
made, then the post-subsidy income line becomes MNA^ and it may 
well be that the individual chooses the point M on this line, as 
shown in figure 10.4, instead of the point 1 where he was assumed to 
be in the ab;>cncc of the subsidy. 

Alternatively, there could be a subsidy which bore an inverse 
relationship to income, being at some fixed sum when income was 
zero, then diminishing by some proportion of income as income rose, 
until the subsidy became zero at a certain level of income. Such a 



subsidy is analysed in ligure 10.5, whiTc the subsidy is OP when in- 
come IS zero, falling steadily as income rises Irom O to (J, and be- 
coming zero when income is at or abo\e Q. This graduated supple- 
mentation may have the same effect as was noted in the previous 
case (i.e. the point chosen on PQA may be P) but it is also possible 
that the chosen outcome will be 11 (where some, though less, w'ork is 
done) or 111 (where the same amount of work is done). 

If these vaiious types of subsidy are compared on an equal- 
amount basis, then it will be seen, as in figure 10.6, that the amount of 
work done will be lowCvSt (at M) with the type of subsidy which sup- 
plements income to some fixed minimum, and highest (at III on PQ) 
with the graduated type. It would, of course, be higher still (at II 
on LA/) with a lump-sum subsidy of the same amount. However, 



Figure 10.6 


it is quile conceivable, in the special sort of case that we have been 
considering, that there is in fact no dilfcrcncc bclwwn any of them, 
since the individual who has a very low preference for income and an 
intense dislike of work may have an indifference map of the sort 
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shown in figure 10.7, so that all three systems of subsidy-payment 
reduce lo the same thing as far as he is concerned ... he simply 
moves from I to M, Alternatively, it is possible that some indi- 
viduals, though not willing to work enough in order to reach the 
socially-established minimum income, nevertheless do not work 
any less when the subsidy raises them up to ii. Thus, in figure 10.8 



this sort of individual is rcprescnicd by indifference curves w'hich are 
‘kinked* at the amount of woik OX. 1 his sort of person is one who 
has fixed ideas about the amount of work he wants to do^ ind who 
not only has a strong avei>.Jon to doing any more than this, but also 
dislikes doing less! For him, therefoic, the swings in the income- 
possibility lines have to be extremely large before he can be persuaded 
to budge from his chosen amount of effort OX. 

These extreme cases may not be very common phenomena, but 
they do illustrate rather w^ell the flexibility of the analytical tools, 
and the dangers of accepting the more commonly treated cases as 
if they are the only possible ones. 

(iv) OTHER PIRSONAL IRANSllRS 

There is a class of transfer to persons which has no precise equiva- 
lent among the taxes analysed earlier, and thii is the type of subsidy 
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paid to a certain class of individuals (say those whose incomes are 
below a certain level, or those who have children below a certain age) 
but related to certain kinds of purchases. Examples of these are 
coupons entitling poor people to cheap fuel, or old people to cheap 
tobacco, or parents of young children to cheap milk, or the blind to 
cheap transport. These transfers arc direct, in the sense that they are 
related to the status of the individual, but indirect in the sense that 
they are tied to a particular transaction that he has to make to qualify 
for the subsidy. Thus, for the individuals who qualify for them they 
are equivalent to a negative indirect tax. They make the subsidised 
commodity or service cheaper than it would otherwise be (and 
cheaper than it is to those who do not qualify for the subsidy) with 
consequent discriminatory effects on the volume and pattern of 
consumption, etc., analogous to those that arise from the shifts in 
relative prices associated with the business taxes analysed earlier (in 
Chapter IX). The ob\ious complicating factor with this kind of 
subsidy is that besides its (intended) substitution effect, encouraging 
consumption of the subsidised good or service, it also has an income 
effect, releasing purchasing power for other (and more general) uses, 
thereby increasing demand for other goods and scr\ ices (perhaps even 
leaving the demand for the subsidised commodity unchanged). 

(B) TRANSFT^RS TO BUSINESSES 

Transfers to businesses can be classified and analysed along much 
the same linos as were taxes on businesses in Chapters VII and VIII. 
Thus we can distinguish those subsidies which are reductions in 
fixed costs, those which reduce variable costs, those which augment 
profits (or reduce losses) directly, those which reduce the prices of 
particular factors, and those which add to gross revenue, etc. for 
instance, a fixed Governmental grant to reimburse part of the initial 
outlays incurred in research or development of a new product will 
reduce the fixed costs associated with that product. If the Govern- 
ment provides, at less than cost, some of the variable inputs (‘^uch as 
fuel, perhaps) involved in a certain process, then it is effectively 
reducing the variable costs of that process. If the Government agrees 
to meet deficits incurred in the operations of some (perhaps national- 
ised) industry, say on a percentage basis and /or subject to some upper 
limit, then the effects will be analogous (though opposite^ to a tax 
on net profits. If the Government subsidizes the purchase by farmers 
of particular fertilizers, etc., this is analogous (though opposite) to a 
lax on a particular factor of production. Finally, if the Government 
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agrees to pay a producer a fixed sum per unit of output sold (or to 
add a fixed percentage to whatever price he receives), then this is 
analogous (though opposite) to a tax on gross revenue. Tn all of 
these cases the appropriate parts of the analysis of Chapters VII and 
VIII can be applied, with the necessary changes in direction and 
terminology. 

There are some transfers to businesses, however, which have no 
exact counterpart in the field of business taxation. Notable ex- 
amples are to be found in the field of agricultural price supports. A 
typical arrangement here is for the Government to guarantee some 
minimum price to the producer, and if the actual price on the 
market turns out to be lower than this, the Go\crnmcnt makes up 



(all or part of) the difference. In figure 10.9 a short-run analysis of 
this situation is depicted. The producer was initially in equilibrium 
with an output OQq. which was sold at a pi ice at zero profit 
(since at the output where MR MC\ 4 R ^AC), Nov' let us suppose 
that the Government guarantees a minimum price of OP for this 
product. The producer will then find that his average revenue curve 
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is now ABC, and the marginal revenue curve becomes ADBC (since 
once the old average revenue curve has fallen to the point where the 
guaranteed minimum price operates, the producer is effectively faced 
with an infinitely elastic demand curve, just as if he operated under 
conditions of perfect competition). In this new demand situation, 
output will be expanded to OQi (the output where the marginal cost 
curve MC intersects the new marginal revenue curve at E). where a 
profit of PEFG is now made. The Government will be pacing out 
more than this, however, since it pays the difference between the 
guaranteed price and what the producer gets on the market, i.e. 
it pays out PEHL of which FGH! goes to defray the amount by which 
the cost of producing OQ^ exceeds the revenue derived therefrom. 

But the Government may not have wished to stimulate output by 
this measure. Indeed, its objective may be precisely the reverse. 
Let us suppose, then, that the guaranteed minimum price of OP is 
payable onh on a limited volume of output, say OQ in figure 10.10. 


Price 



This situation can best be analysed in two stages. First of all it is 
clear that at the output OQ the producer is better off than he was 
before, for he can increase the total revenue derived from this part of 
his output from OPJ.Q to OPJQ. Anything produced in excess of 
OQ, however will have to be sold at the market price, and the 
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relevant demand conditions here are shown by the segment L.AR 
of the demand curve. Since the receipt of OPjQ for OQ is assured no 
matter what the price in the market, then the optimum level of output 
should be determined treating this receipt as a fixed element in the 
problem. Hence the process of profit maximization can start afresh 
from the output OQ, treating L.AR as the demand curve, and con- 
structing a new marginal revenue curve (L.JifR) associated with it. 
The marginal cost curve will remain the same, but the average cost 
curve will not be relevant beyond the point K (i.e. past the output 
OQ), because the implication of treating the revenue from the guaran- 
teed output as a fixed element m the problem, is that all the fixed 
costs will have been charged against that revenue, so that beyond 
OQ it is only the variable costs indicated b> the marginal cost curve 
that arc a charge against revenue. It will be seen that the producer 
will once more incicase his output, but only to OQ 2 in figure lU.IO. 
where (at [/) marginal revenue equals marginal cost. This additional 
output QQ 2 will fetch a piice OP 2 on the market, but the prpducer’s 
total revenue from these sales {OF^RQi) will be augmented by the 
subsidy payment of FoPJS in respect of the output OQ. The pro- 
ducer’s profit will have risen from zero (in the no-subsidj case) to 
the sum of NPJk (the profit on the subsidized pail of his output) 
plus I/rimhc profit on the iinsubsidized part). Thus, in the situation 
as depicted in figure 10. 10, if the (lovcrnment wishes to restrict 
output to a maximum of OQ^, it is not sufficient to impose a quota 
in excess of which no subsidy will be paid, it will be necessary in 
addition to make the subsidy payment conditional upon total sales 
not exceeding the required level. Where the maximum permitted 
sales are OQq, the market price will be OPq, so that the subsidy pa>- 
ment will fall from PnPJS to P^^PJ^^, .md the producer’s profit will 
be the same on the subsidized part of his oulput, but onl^' LT\'\V 
on the unsubsidized part. It will be seen, therefore, that even with 
these relatively simple types of price support, a wide variety of 
short-run elfecLs upon consumer prices and upon output arc pos- 
sible, according to the exact terms of the subsidy arrangement and 
the cost and demand conditions confronting individual producers. 
The implications of all these adjustnicnts for factor use will be 
obvious. 


(C) TRANSFERS TO OTHER GOVERNMENTS 

This is a class of transfer which differs in function from those that 
we have been considering so far, but which can nevertheless be 
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analysed in surprisingly similar terms. Transfer payments to other 
governments may be by way of aid, say for programmes of economic 
development being carried out by other sovereign Stales, or as a 
subvention towards the general activities of other governments within 
the same country (e.g. Federal-State or State-Local transfers in a 
federal system, or central-local in a unitary system) or towards 
some particular service in that same situation. From our point of 
view the constitutional and political relalio^aships between the grant- 
giving and grant-receiving governments are only important to the 
extent that they determine, or influence, the nature of the transfer 
payment and the conditions attaching to it. Once this is fixed, >xhat 
we are interested in here arc the cfl'ects of such transfers upon the 
behaviour of the receiving government. 

Again we can distinguish the lump-sum from the proportional 
transfer, and that based on income from that based on wealth, and 
these, in turn, from that based on some item or items of expenditure. 
We shaU also ciuiuire into tlie iniluenccs exerted by any conditions 
that ma> bo attached to such transfers. 
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fl) UNCONDllIONAL GRANTS 

In the simplest case the receiving government is assumed to perform 
onI> two services, one of which is grant-aided by the central govern- 
ment, and the other not, and the grant itself is assumed to be a simple 
one varying in proportion to the number of units of the grant-aided 
service that is provided by the receiving government It is also as- 
sumed that the leceiving government does not take account of the 
efTccts of ils grant receipts upon the general financial situation of the 
grant-giving government, and, m partiailai, that it ignores any 
possible consequential variations in central government taxation of 
the receiving go\crnmcnt\ citi/cns Thus, in figure 10 11, 4B \s the 
possibility line indicating the amounts of the respective services that 
could be provided out of locally laiscd resources (these being as- 
sumed constant for the moment) 4C then indicates how these possi- 
bilities are increased by the provision of a simple proportional grant 
of the soit under consideration The chosen combination of services 
shifts, as i result of the crant, fiom 1 to 11 si\ which illustrates a 
case where the provision of both servic's is stepped up as a result 
of the grant, even thoueh the grant ilscll is pd^ablc only in respect 
of one of the services T lu reason for this is of couisc, that such a 
giant his both an income’ Lffect and a substitution’ effect, lusl as 
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with non-lump-sum taxes. Now if a lump-sum grant were substituted, 
equal in amount to the grant paid out in the preceding case, then it 
will be seen from figure 10.11 that the receiving government would 
in fact be better off (since its possibility line would be DE^ through 
11, enabling it to get to III, which is better then 11). 

All this assumes that the amounts found out of local resources 
remain unchanged after the grant is made, i.e. that AB vi constant. 
Usually the receiving government will be ‘ble to vary the amounts 
it raises from its own citizens, however, and the availability of the 
grant-in-aid, and its exact nature, may well affect its decisions in this 
respect. Thus in figure 10.12 is represented a whole ‘family’ of possi- 
bility lines such as AB in figure lO.ll (marked /i/o, in figure 
10.12 and including all lines parallel to them). Similarly, Ihe lines 
and //j/o (and all lines parallel to them) in figure 10.12 consti- 
tute a ’family’ of possibility lines such as AC in figure 10. 11. I'or 
simplicity’s sake it is assumed that the preferences of the receiving 
government are such that at all levels of operation it maintains a 
rigid balance between the two services, but precisely where this 
balance is struck depends on the rate of the grant per unit of the 
service provided (but clearly not on its overall amount). •Thus in 
figure 10.12, the points chosen at each level of operation in the ab- 
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sence of any grant (i.e. on the family of possibility lines jfj/ 2 , etc.) will 
all lie on the line OM, while those chosen when the grant is available 
(i.e. on the family of possibility lines etc.) will all lie along ON, 
For any point (such as ^ or /) on ON there will be a corresponding 
point (such as / or h respectively) on OL such that the horizontal 
distances (fg and hi respectively) represent the amount of grant 
received at that level of operation, i.e. the extent to which the 
respective amounts of local resources arc being supplemented. 

If wc now turn to figure 10.13, the relationship is shown between 
varying levels of total expenditure on the two services and the re- 
spective amounts to be raised from local resources. With no grants, 
clearly the level of total expenditure and the amount raised from 
local resources will be the same for each level of operation, so that a 
45"" line through the origin (such as 0/i) represents the possibilities 
confronting the Ciovernincnl, and it is assumed that in this situation 
it will choose to operate at the level O/I (the point I on OA corres- 
ponding to the point ?n on OM in figure 10.12). To discover what 
the relevant possibility line is when the grant is available, ’^^c need 
to turn back to figure 10.12. For any chosen point on ON (such as g 
or /) representing a particular level of total expenditure, there is a 
corresponding point on OL (such as / or //) representing the part of 
this that has to be met out of local resources. Thus, given the exact 
form of the grant and the preferences of the receiving government, 
wc can construct a line such as OB in figure 10.13, such that if OF 
represents a certain amount of local resources (say that represented 
by / 1/2 in figure 10.12' then OG represents the total level of expendi- 
ture associated with that commitment of local resources (derived 
from the point c on fig.> in figure 10.12). All that is then required is 
to determine which point on OB is chosen by the receiving govern- 
ment, i.e. it must decide at what level to operate taking into account 
the expectation of grant-ieceipt with the pattern of servicRjs it has 
selected at each level of operation. In figure 10.13 the preferred 
position on OB is assumed to be the point JI (i.e. the point if in 
figure 10.12), which implies that the provision of a grant will not 
only swing the pattern of services in favour of the grant-aided 
service (from m on OAf to if on ON in figure 10.12), but also reduce 
(from OH to OF in figure 10.13) the overall amount of the services 
met from local resources (in terms of figure 10.12 /’is on /i /2 which is 
less than h^fu on which m lies), in spite of the fact that total expendi- 
ture has risen (from 01 f to OG in figure 10.13). 

If a lump-sum grant were given instead, but also amounting to 
FG, the possibility line would be shifted from OB to CD in figure 
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10.14 (where OC FG), On this the chosen point Iff implies a 
reduclion in total expenditure (from OG to OK) as well as a reduction 
in expenditure on the grant aided service in comparison with that 
under the other grant, and a consequent reduction also in the call 
made on local resources (Iroin OF to OL). It will tlierclbre be ol> 
vious that the receiving government will prefer a lump-sum grant to 
an equal sum paid in the form of a proportional grant to aid one 
service (or part of its services) only. 

Similai” analvscs to the foregoing could be conducted for more 
complicated form> of grant, c.g. where the central government in- 
sists on a certain minimum commitment of local resources before it 
will offer any subvention, or where the amount of subvention is 
subject to some upper limit, and so on. These variations only make 
the details of the analysis more complicated, the general method of 
analysis remains the same. 

(ii) CONDITIONAL GRANTS 

It is quite common to attach conditions to transfers made to other 
governments. In a sense, limiting the grant to one service only, as in 
the cases analysed above, makes it a conditional grant, the con- 
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dition being that the money must be spent on ihe grant-aided service 
and nothing else But the sort of condition that is usuall> associated 
with so called ‘conditional grants means more than this It may mean 
detailed control over the actual spending of the grant mone>, or 
stipulations about the kind or amount of seivice to be piovided, 
and even control over the spending of local resources devoted to that 
service or similar services For example, if a grant is made to help 
with some social security programme it may well be made con- 
ditional upon the rates of beneht and contribution being brought into 
contoimit> with some set standards, and upon the administration of 
the piogrimme being modelled on some prescribed structure even 
tht Hgh the admimstratne costs are ni^t cntirclv out ol local re- 
sources 



Figuie 10 


It may be of interest to indicate how the analytical tools outlined 
earlier can help to illuminate the effects of this kind ol grant Let us 
suppose that a simple propot tional grant is oflcrcd to help pav for 
one particular service, on condition that certain minimum standards 
of performance aic met In figures 10 15 and 10 16 the level of 
M 
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operation of the grant-ijidcd service necessary to meet this require- 
ment is assumed to be OM. The grant-receiving government starts 
with the possibility line AB on which it has chosen the position 1. 
and, for the sake of simplicity, possible effects of any grant on the 
degree to which local resources arc employed will be ignored in what 
follows here. If a simple proportional grant is now given (subject 
to the minimum standard condition), this shifts the possibility 
line to A(\ on which the receiving government would (we assume) 
have chosen the point II had it been free to do so. But the con- 
dition imposed precludes the choice of this point and requires that 
the chosen point lie on or to the right of the perpendicular from M 
(the case where II itself satisfies this condition is not analysed here, 
for in such a situation the condition does not really become effective 
since it is met by the preferences of the receiving government any- 
way). Two distinct outcomes are then possible, as shown in figures 
10.15 and 10.16. In the former, the freely chosen position 11 is 
better than the best position III that can be attained satisfying the 
conditions of the grant, but this in turn is better than the chosen 
position I in the absence on any grant. In figure 10.16, on the other 
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hand, the position HI is not onl> inferior to the position II but also 
to the position T! Th js m the former case the grant will be accepted, 
while in the latter case it will not . . . you may lead a horse to the 
water, but you cannot make him dtink! 

In figure 10.17 an interesting side effect of this situation is ex- 
plored a little further. Consider once ’norc the receiving government 
depicted in figure 10.1 5, and it will be seen that if the rate of ^rant were 
increased (i,e. if the possibility line 4C were swung on the pivotal 
point A so as to make AC more nearly horizontal) but the condition 
of a minimum level of provision of OM still imposed unchanged, 
then at first there would be no extra provision of the grant-aided 
service. Instead, the increased grant-receipts (although ‘earmarked’ 
for the service in question) would be used to set free local resources 
previously committed reluctantly to that service, which would then be 
devoted to increasing the provision of the non- grant-aided service. 
Not until the rate of grant had increased sufficiently to make AD 
in figure 10.17 the possibility line would there be any increased pro- 
vision of the grant-aided ser\ ice, for it is only at this rate of grant that 
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OM of the grant-aided service becomes the level of operation freely 
chosen (at f V) by the receiving government. 

It will also be seen from figure 10.17, that if the grant-giving 
government wished to induce an expenditure on the grant-aided 
service of at least OA/, it is much more expensive to do so, in terms 
of grant disbursements, by an unconditional grant than by a con- 
ditional one (the former involves the equivalent of KM in grant aid, 
the latter not less than LM ). On the other hand, the receiving govern- 
ment is belter off in the former case than in the latter. Herein lies 
part of the problem of intergovernmental transfers . . . the other part 
being to decide whose preferences should count in the last resort, 
hut fortunately this lies outside our terms of reference! 

(iii) DlSC’RTMINA'l INCr (rRAN TS 

Both conditional and unconditional grants may be used in a dij>- 
criminatory way by the granting government so as to help tlic poorer 
recipient governments more than the richer ones. Such discrimina- 
tion may be accidental and capricious in its impact, but more often 
than not it is deliberate and systematic. Thus, if a grant is given to 
assist in the provision of primary education, it may be paid according 
to a formula which embodies a (large) iixed sum per schoolchild 
plus a (small) percentage of locally financed expenditure on that 
service. Such a grant docs not appear, on the surface, at all dis- 
criminatory, and such discrimination as there is might be thought to 
arise from the percentage element, which would help rich authorities 
(who can alford to spend more) relatively to poor ones. But wath 
the percentage clement small, and the lump-sum per schoolchild 
large, the latter element will predominate, and, unless the number of 
schoolchildren happens to vary directly with the wealth of the re- 
ceiving gpvernment, it will constitute a larger proportion of the 
poorer authorities’ expenditure on such education than of that of the 
richer ones. But grants may be more explicitly discriminatory than 
this, b’or instance, the richer governments may be made expressly 
ineligible to receive a particular grant. Alternatively, a negative 
clement may be included in the grant formula based on some index 
of the wealth of the receiving governments, which has the effect of 
making the sbe of the grant vary inversely with the wealth of the 
recipient (other things being equal). These various discriminatory 
elements make the calculation of the grant more complex in any 
individual case, but the same type of analysis can be applied to 
discover its impact upon the receiving government as has been 
applied in the preceding cases. 
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(D) PURCHASES OF GOODS AND FACTORS 

So far in this chapter we have considered only various forms of 
transfer payment, and in conclusion we must turn briefly to con- 
sider direct purchases of goods and factors by the government from 
the private sector of the economy. In general such purchases do not 
require detailed anal>sis here, since in their impact upon suppliers 
they are usually similar to comparable purchases by private firms, 
etc. and can be handled by the application of the well-known tools 
of economic analysis designed for this purpose. 

One possible exception is the case where the Government is the 
sole purchaser of the good or factor in question (the case of ‘monops- 
ony'). it is conceivable that a non-governmental purchaser may also 
be in such a situation, of course, but it is more likely that a govern- 
ment will be, both because of its rather specialized function^ and 
also due to its unique legal position. Common cKamples are the 
purchase of heavy armaments in the case of goods, or of cerCiin 
kinds of skill (e.g. teachers where education is a State monopoly) in 
the case of factors. This ma\ enable the Government to discriminate 
between sellers in a v\a> that would not be possible in normal 
market conditions. However, these powers will normally be circum- 
scribed by social and political considerations, and in general it will 
be assumed that the Government enters the market and competes 
with other buyers for the goods and factors it requires. I’his would 
obviously conform more closely to the conditions of the situation in 
which the Government, though the sole purchaser (of heav> arma- 
ments or teachers’ services) has siill to ofifer terms allractivc enough 
to ensure that adequate supplies arc forthcominc. Other exceptional 
cases, such as the conscription of labour and the requisitioning of 
goods, although undoubtedi) important in certain situations, will 
not be dealt with here either, since they usually assume ifiajor im- 
portance only in times of war or other einert.ency. 
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Budgetary Incidence 


Up to now the immediate impact of taxes and of transfers upon the 
behaviour of individuals has been dealt with piecemeal. In this 
chapter some of these pieces will be pul together so as to illustrate 
how the impact of the whole budget upon a given individual could 
be analysed in terms of the kind of micro-economic analysis we 
have been conducting. This will lead on to a brief discussion of 
some of the broader implications of this incidence analysis, before 
we turn, in Part B of this book, to a macro-economic anal>sis which 
both builds on these results and complements them. 

(A) COMBINED TAX AND TRANSFER 
MEASURES 

It would take up an inordinate amount of space to explore all the 
various combinations of taxes and transfers that have been outlined 
earlier, and the result would be tedious in any case. All that will be 
attempted here is an analysis of one or two simple situations, which 
will suffice to indicate how* other more complicated cases could be 
handled. 

In the simplest case, all indirect effects will be ignored, and it will 
be assumed that the income effect of the ‘budget’ is ‘neutral’ m its 
impact u^Don the individual in question, i.e. the amount he pays in 
taxes is exactly the same as the amount he receives in transfers. Let 
us suppose that a simple proportional tax is imposed on income, and 
a simple proportional subsidy paid on all purchases of food by this 
individual. 

To begin with, we will ignore all effects upon the supply of effort, 
and concentrate upon the pattern of spending. Thus, in figure 11.1, 
the initial position of the individual is shown at the point 1, which is 
the preferred combination of food and clothing from those available 
to him along his possibility line AB. The simple proportional income 
tax is equivalent to a lump-sum tax in this context, and will therefore 
shift his possibility line to some such position as CD. The simple 
proportional subsidy on food must then be such that the chosen point 
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on the resulting possibility line (from D) lies somewhere on AB (other- 
wise the ‘income eircct’ will not be neutral). Such a possibility line is 
indicated in figure 11.1 by /)£’, on which the chosen point is IF. 
Here Ihe individual buys more f)od and less clothing than he did 
originally, and considers himself worse off than he was before (since 
the indifference curve tangential ('> DE at II is lower than that tangen- 
tial to AB at I, or, in less technical jaigon, since the position II was 
available to him when he chose I, but I was not availj^jble when 
he chose II, 1 must be preferred to II). 

When the possibility is introduced of variations in the amount of 
work done (or of leisure taken) then the situation becomes more 
complex, but the main conclusions remain unchanged. In figure 
11.2 leisure is introduced on the third axis (compare figure 9.6 
above), with wz as the initial possibility plane, abz the possibility 
plane with the imposition of the simple proportional income tax, 
and aez the possibility plane when the simple proportional subsidy 
is granted on food, if the individual’s initial position had been I 
one possible post-tax-and -post-subsidy position that he might choose 
is the position II (the cross-section drawn through 1 and II corres- 
ponding precisely to figure 1 l.l). This choice would imply no change 
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in leisure, of course. Bui II is on the line dz. which is the locus of all 
points common to the original possibility plane wz and the posl- 
ta\-and-post-subsidy possibility plane acz, and all points on this line 
satisfy the condition that the income cficcts of the two measures 
together are neutral. Consequently, the individual might also have 
chosen points such as 111 or IV, in the former case sacrificing some 
leisure ayd getting more food than in the initial situation, while in 
the latter case (of point IV) taking more leisure and less clothing, 
than originally. But whichever is the outcome, it will alw^a>s be true 
that the individual will be worse off than he was at T, because all the 
possible outcomes on dz were available to him when I was chosen, so 
I must be preferred to them. 

The introduction of further complicating elements will change the 
outcomes again, of course, and other combinations of taxes and 
transfers could similarly be investigated, but the general welfare 
conclusion remains unaffected throughout. Since the individual’s 
initially chosen position is always denied to him after the intro- 
duction of the tax and subsidy, and since the point subsequently 
chosen under the tax and subsidy was available when the other initial 
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point was chosen, then clearly he is always going to be worse off 
than he was originally. However, it should be added that this is not 
in itself sufficient to condemn such measures without further con- 
sideration, for, in the first place, this is a result of the special assump- 
tions about neutralized income effects, and, in the second place, the 
Government may deliberately use such measures to lead individuals 
to make choices which the Govenimenl wants them to make (e.g. 
to buy more food and less clothing) and which the individual would 
not make of his own accord without the tax and subsidy. 


(in RFDISTRIBUTIVL EbTfCTS AND INCIDENCE 

If we relax the conditinn that the amount of tax payable is to be the 
same as the amount of subsi Jy rcccuablc, and allow a ‘net redistri- 
butive effect’ to arise, tlien our earlier conclusions will of course be 
radically modified. But since there aie so many variations, on this 
theme to be considered, there seems little point in going through 
them here, for they can be analysed (]nae amply by an obvious ex- 
tension of the preceding analvsi^. A few words will, howescr, be 
devoted to '^omc of the more general implications of the analysis as 
conducted so far, as it bears upon such popular topics as income 
redistribution through the budget, and the incidence of taxes and 
tiansfers. 

Most of the analv as of taxes and transfers has been conducted on 
the assumption oi\u ne given amount of tax or subsidy, comparisons 
being made between dificrent tax oi subsidy structures satisfying tins 
condition. There was no question of such taxcb or transfers being 
used to effect a reaistiibulion of pi chasing power between indi- 
viduals. This IS of coursv", most unrcua'stic, since a great d^al of the 
argument about budgetary policy centres upon this very point. 
Ncverlhclcss, although the analytical frameworks within which we 
have worked hitherto have been carefully designed to exclude this 
aspect of the problem, this does not mean that the conclusions 
reached so far arc worthless, and slfil less does it mean that the 
analytical framework itself is useless. It ihe first place, the discrimin- 
atory eilecls of the various tax and subsidy structures, which are 
brought out so clearly in the kind of analysis we have conducted, 
still remair when the :;qual-yield condition is relaxed, although they 
may be obscured by the redistributive effects. But perhaps more 
important, the same kind of analysis can be applied to the situation 
where the equal-yield condition is dropped, and it is often easier 
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than the equal-yield analysis, because there are not so many re- 
strictions to work within simultaneously. Some simple applications 
of the earlier analysis to this new situation will be outlined briefly 
in the following paragraphs. 

One important conclusion of the earlier analysis that is particularly 
relevant here is that the effects of a tax or transfer upon the welfare of 
an individual are very inadequately indicated by the amount of tax 
he pays or the amount of subsidy he receives. Numerous cases have 



already been examined where the payment of tax by some individual 
was the same under two separate taxes, yet the effects on bis welfare 
were very different. The same may hold as between individuals, as 
will be seen from the example set out in figure 11.3 and 11.4. Here 
are depicted the situations confronting two individuals in their 
decisions as to how much work they will do (compare figures 3.5 
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and 3.6 above). The ‘observable’ elements in each individua.rs 
situation have been made the same. Thus both earned the same in- 
come before tax (Oyi). the same simple proportional income tax 
was imposed on both, shifting them to a post-tax position*in which 
both work less than before and both earn the same net income {O Ys). 
If a lump-sum tax were substituted for the simple proportional in- 
come tax, so as to increase the tax yield from each individual from 
OC to OE, the new possibility line would be EF in each case. Let us 
assume that in this new situation both individuals decide to work more 
than they did m the no-tax situation, and that they finish up with the 
same post-tax income as each other again (OYg). Assessed in terms of 
tax payments and size of income in each situation, the two cases are 
identical. Moreover, we would be tempted to say that since both 
individuals work harder and pay more tax under the lump-sum than 
under the income tax, they are worse off in the former case than in 
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the latter. Yet scrutiny of figures 11.3 and 11.4 will show that the 
cases are not identical. The first individual can earn income for less 
effort than the second can and they have different preferences with 
respect to work and income. Thus although the second individual 
(sec figure 11.4) is, as we expected, worse off under the lump-sum 
than under the income tax, the first individual (in figure 11.3) is 
actually better off! 

In the example just quoted, the reactions of both individuals were 
such as to keep their incomes and lax payments the same in each of 
the situations confronting them. But it is easy to show that even where 
this is not so one can still be led into misleading conclusions it one 
takes the immediately obvious redistributive effect as an indicator 
of the direction of change in that individual’s welfare. 1'Iiul to 
revert to the ta\ and subsidy case analysed at the beginning of this 
chapter, we saw in figure 1 1.l that even when the net redistributive 
effect of the lax and sub^^idy was nil, the individual was in fact worse 
off. This can be carried further. In figure 1 1 .5 is depicted a case where, 
although the amount received by way of subsidy is greater than the 
amount paid in tax (since the point II lies outside the original 
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possibility line AB), the individual is nevertheless worse off than he 
was originally. 

However, the redistributive effects do not end there, as will be 
shown in more detail in the following chapter, for so far we have 
only been concerned with the ‘formal incidence' or immediate im- 
pact of these various measures. Once the further repercussions of 
these various changes in behaviour are taken into account, the 
relationship between the apparent redistiibutive effects and the real 
incidence of these measures becomes even more tenuous and potenti- 
ally still more misleading. 




PART B 


Macro-economics 


Having examined in some detail the impact of various taxes and 
transfers upon the behaviour of individuals and firms, we now need 
to focus our attention upon a different aspect of the problem. 
Instead of asking how an individual may react to a given tax, we 
shall instead ask how a given reaction pattern will affect the economy 
generally. What we arc doing, therefore, is to consider the reper- 
cussions of a particular reaction pattern, to see how it will affect the 
environment in which individual decisions are made. Although the 
reaction of any one individual is normally insignificant in its effects 
on the economy as a whole, when large numbers of people react in 
the same way to a given tax change, the economy is likely to be 
affected quite perceptibly, as we shall sec. This change from con- 
sideration of the individual, to consideration of the eflects of the 
behaviour of large numbers of individuals upon the economy as a 
whole, is the transition from micro-analysis to macro-analysis. 

Before embarking upon the detailed analysis, a fairly simple e.x- 
ample may be useful to make this distinction quite clear. In con- 
sidering the effects of various taxes upon the supply of effort, we 
found that for some individuals the reaction pattern was of one kind 
for others of a different kind, and we concluded that a priori one 
could not say definitely that any particular tax would act as an in- 
centive or as a disincentive compared with the no-tax situation. 
Empirical investigations might show, however, that in some,particu- 
lar situation the incentive effects had outweighed the disincentive 
effects, so that we would be prepared to assume that if such a tax 
were imposed in that situation, the general reaction would be a 
slight increase in the amount of work done. This result then forms 
the basis for a macro-analysis of the effects of a slight increase in the 
supply of effort upon the economy as a whole. It might lead to a 
slight fall in the general level of wage-rates because of the increased 
supply, or this effect might be offset by an increased demand for 
labour on account of the extra demand for goods generated by the 
spending of the tax revenue by the Government (assuming that the 
curtailment of private spending due to the tax is less than the in- 
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crease in public spending resulting from it). The extra supply of 
effort makes possible a larger supply of goods, however, and this 
too would have to be taken into account, as will certain structural 
changes due to the fact that the increased supply of labour may be 
different in kind from that demanded, and similarly with the demand 
and supply of goods. These changes will probably affect a wider 
range of individuals than those whose tax reactions we were originally 
considering, so that we then need to go back to the micro-analysis to 
see what individuals will do in this new environment. Their reactions 
must then be fed back into the macro-analysis again, and so on. 

In principle this process could go on for a long time, in practice 
it is likely to be cut short at an early stage for lack of information. 
Usually economic analysts cut it short anyway by the exercise of 
judgment, good or bad, which involves assuming that certain re- 
actions, though possible (and perhaps even certain), are not im- 
portant enough, with respect to the issue under discussion, to merit 
further consideration. For instance, the slight increase in the supply 
of effort which was assumed to follow from a certain lax in a certain 
situation, might well be disregarded if what was under consideration 
was the ctfcct of that tax upon the balance of payments, t^om this 
viewpoint, it might be much more important that the lax was levied 
on some good or goods which were sold on the home market and for 
which there was an unsatisfied export demand. Or it might be much 
more important to know what kinds of effort were reduced, and which 
increased, by the tax, the ovcnill effect being a secondary considera- 
tion to the structural changes. 

The exercise of judgment can be learned, but not, it seems, laughl, 
and it is certainly no part of my picsent purpose to issue obiter dicta 
on that aspect of economic analysis. It is rather my purpose to ex- 
pound a framework of analysis within which such judgment can be 
exercised. This analytical framework cannot be as comprehensive as I 
would like, for that would obscure the main issues, so that an clement 
of judgment is already present in the selection of material. However, 
most of the considerations that I have excluded can be built into the 
analysis that follows, and wherever I am conscious of important 
limitations, 1 have tried to point them out. 

The kind of framework that is needed is one which can take account 
of broad shifts in factor supplies, in relative prices and incomes, in 
output, and so on. No explicit reference need be made to individuals 
or firms, since their reactions can be assumed on the basis of the 
micro-analysis, alternative assumptions being explored if necessary. 
Obviously, it will be impossible to deal with more than a very small 
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sample of the wealth of cases that could conceivably be investigated. 
Those treated explicitly in the following chapters have been selected 
partly because they are fairly typical, and partly because they provide 
plenty of scope for showing how the analysis is to be conducted. 
The prime purpose of the conceptual framework is not to prove any 
particular point, but to show how macro-economic problems can 
be thought through with a fair amount of rigour and clarity, indi- 
cating the major considerations that are to be borne in mind. 

In the following chapters various budgetary measures will be 
examined in relationship to three important fields of economic 
policy. These broad policy fields cover the structure of the economy, 
its stability, and its growth. Each of these will be taken up in turn, 
while the other two arc temporarily ignored. Their inter-relationships 
and several more general considerations, will be taken up in the 
concluding chapter of this book. 



CHAPTER TWELVE 


The Structure of the Economy 


By ‘the structure of the economy’ is meant ihe pattern of production, 
the pattern of demand, the distribution of incomes, and so on. In 
order to analyse this kind of repercussion, we need a model of the 
economy in which there arc at least two goods, two consumers, and 
two kinds of factors, and one which takes account of the relation- 
ships between them. Such a model is outlined in this chapter, and 
used to analyse the effects on the structure of the economy of some 
typical examples of budgetary intervention. 

(A) THE BASIC MODEL 

(i) SUPPLY CONDITIONS 

It will be assumed that there are only two factors of production, 
labour and capital, and only two products, food and clothing, hood 
production requires relatively more labour in relation to capital 
per unit of output than docs the production of clothing. Labour and 
capital move freely between the two industries, techniques of pro- 
duction are fixed, and there arc constant returns to scale. There is 
no foreign trade. Initially, we assumed also that the amounts of the 
two factors arc fixed, so that the maximum amounts of food and 
clothing that can be produced, assuming the most eflicient use of 
the available factors, can be set out on a production possibility 
curve (or transformation curve) as shown by TV on figure 12.1. 
This shows that if all the available factors were allocated to the 
production of food, the resulting output would be OT of food, and 
no clothing. Conversely, if all resources were concentrated on 
clothing production, there would be OV of clothing but no food. 
The intermediate possibilities arc indicalcd by the curve between T 
and T\ and among these is the combination {OC^ of clothing and 
OFi of food) and the combination Q 2 (OC\^ of clothing and OF^ 
of food). 

In order to determine which of the various possible combinations 
of food and clothing will in fact be produced, we must look at the 
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decisions of producers, and huw' the> arc made. Here the usual simpli- 
fying assumptions will be made about the markets being competitive, 
there being no problems concerning fo csight, and all adjustments of 
output being made smoothly. In the s'mplest terms, this means that 
producers will so arrange output that marginal cost equals Inarginal 
revenue (or price). In terms of figure 12.2 this means that output 
adjustments will occur until the point is reached on the trans- 
formation curve where the price line {P^Pi) is tangential to it, which 
is at the point (Ji. Here the marginal rate of transformation of food 
into clothing (i.c. the slope of the n .nsformation curve 7T') is 
equal to the rate of exchange of food for clothing in the open market 
(as .shown by the price line). The higher the price of food relatively 
to clothing, the more nearly horizontal will the price line be, and the 
nearer to T on TT’ will be its point of tangcncy with the trans- 
formation curve, hence the more food and the less clothing will be 
produced, as one would expect. 
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(ii) DEMAND CONDITIONS 

But why should the price line be PiPj? Clearly, prices are determined 
by both "Siupply and demand, and so far explicit consideration has 
only been given to the supply conditions. We must next turn to 
demand. For the moment it will be assumed that all consumers have 
identical tastes and identical incomes, all of which are spent on 
food and clothing. Since we have perfect competition, every con- 
sumer is confronted by the same circumstances in making his choice, 
and the foregoing assumptions ensure that each will make the same 
choice. Each will equate the marginal rate of substitution of food for 
clothing with their relative prices as given by the price line. With all 
consumers identical, we can draw up one communal indifference 
map for them all. Thus in figure 12.3 the indifference curve A A is 
for all consumers, and shows that, confronted with the relative 
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prices generating the price line PiPi^ they will choose the point Qi 
on it, and it so happens that this is the output that producers have 
chosen to produce, so demand will equal supply, and this will be an 
equilibrium situation. Since producers operate so as to equate the 



marginal rate of transformation with the price line, and consumeis 
so as to equate the marginal rate of substitution with the price line, 
so long both arc using the same rcixtivc prices as their guide, the 
marginal rate of transformation will in this way be brought into 
equality with the marginal rate of subslitutior . Had the indifference 
curve 4 A been tangential to PiP\ soine\\herc abo\e and to the left of 
01 , then the demand for food would have been greater than the supply 
(Ot\) and the demand for clothing less than the supply (OCi). 
The price of food would have risen dii' to the excess demand, the 
price of clothing have fallen due to excess supply, the price line there- 
fore being swung so as to be more horizontal than before. Consumers 
and producers would then have to adjust to this new situation, and 
this process of adjustment ^^ould continue until an equilibrium 
situation, where supply and demand are equal, is established, such as 
is shown in figure 12,3 as we saw earher. Alternatively, had the in- 
difference curve A 4 been tangential lo PiPi below and to the right 
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of (?j, there would have been a similar adjustment process, though 
in the opposite direction. 


(hi) DIRECT vs. INDIRECT TAXES IN THIS MODEL 

Two taxes will be introduced into this model: a simple proportional 
income tax and a simple proportional tax on clothing. The assump- 
tion of fixed factor supplies (which will be relaxed later) excludes the 
possibility of any incentive or disincentive effects. Moreover, it will 
be assumed during the discussion of the relative impact of these two 
taxes, that the Government simultaneously uses the tax revenues to 
make lump-sum transfers to each taxpayer equal to the amount he 
pays in tax. This assumption will also be relaxed later, and other 
possibilities explored. For the time being however each individual is 
in the situation illustrated in figure 12.4. Here AB is his original 
possibility line (price line), shifted to AC by the tax on clothing, and 
then to, D!l by the lump-sum transfer. For the amount of the tax 
payment and the amount of the transfer receipt to be the same, the 
chosen point on DE has to be on AB (i.e. at the point 11). Compare 
figure 11.1 earlier for the converse case to this. The proportional 
income tax is. in effect, a lump-sum tax within the framework of 
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assumptions that is being employed here, so that if the proceeds of 
such a tax are merely to make a lump-sum transfer payment of equal 
amount, the individual will be precisely where he started, i.e. on 
AB^ and will hence still choose the point I. Thus the special signifi- 
cance of indirect taxes relatively to direct taxes in this model, is 
that the immediate effect of the former is to change the relative 
prices confronting the consumer, while the latter do not. It is the 
implications of this that we have now to explore. 

In order to carry out a macro-analysis of the effects of an indirect 
tax, the process of adjustment will be artificially split into distinct 
stages. In the first stage it will be assumed that producers’ decisions 
about output have already been made and carried out on the basis 
of the pre-tax situation, but that consumers’ decisions are not made 
until after the imposition of the tax. In the second stage, producers 
react to the new decisions ol consumers, and each successive stage 
alternates between consumers’ further adjustments and producers’ 
further adjustments, until some equilibrium is reached. This new 
equilibrium position will then be compared with the original one 
which will also be the position under the iiuomc tax, since we have 
seen that the income lax will not disturb the initial situation under 
the assumptions wc arc making. 
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In figure 12.5, Qi is the amount of food (OF^) and clothing 
(OCi) that has already been produced in response to the relative 
prices represented by PiPi. The new (unexpected) tax on clothing 
shifts the price line facing consumers to and it is on the 

basis of this set of prices that they have to make their decisions. They 
will, of course choose the point where this new price line is 
tangential to the indifference curve £B. This means that the con- 
sumers’ demand for food {OF^) will be g/catcr than the amount of 
food being produced (OF^ and its price will consequently tend to 
rise, while the demand for clothing (OC^) will be less than the 
amount supplied (OCi) and its (pre-tax) price will consequently tend 
to fall. The economy could not, in any case, produce the amount 
with the resources at its disposal, for lies outside the pro- 
duction possibility curve 7*7 '. 



In the second stage the pre-tax price line will therefore have shifted 
so as to become more nearly horizontal, i.e. from to P 2 P 2 
figure 12.6. It is now this price line P 2 P 2 . (which does not include the 
tax on clothing) which is relevant for producers’ decisions, for 
they are interested in their revenues net oj taXy whereas consumers, 
as we shall see, have to consider their outlays including tax. So 
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production decisions will be such as to lead to the output 
where ^ 2^2 is tangential to Tr\ while consumers will seek to pur- 
chase the quantity where is tangential to the indiflFer- 

ence curve CC\ There will consequently still be a disequilibrium as 
in the first stage, with an excess demand for food and an excess 
supply of clothing. 



These successive adjustments v ill in fact continue until some such 
position as that shown in figure 12 7 has been reached. At this stage 
the relative prices excluding tax have shifted to PJ\ so ^hat pro- 
ducers are supplying the output (i.e. OF of food and OC\ of 
clothing), while the relative prices including tax are P^P-i'^. so that 
consumers have adjusted their demands to the point where this 
price line is tangential to the indifference curvi DD, which is also at 
the output Hence supply and demand arc once more equal and 
this IS an equilibrium situation. 

As seen by a particular individual, this is an essentially similar 
situation to that depicted in figure 12.4, but the original consumption 
possibility line AB wall have moved, because of changes in the rela- 
tive prices of food and clothing excluding tax, to A in figure 12.8. 
The tax on clothing would then shift his possibilities to while 
the lump-sum transfer will take him to on which possibility 
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line he will choose the point III. If his chosen amount were added to 
all the similar amounts chosen bv all other individuals, we should 
arrive at the total 0;, depicted on figure 12.7. The macro-analysis of 
figures 12.5. to 12.7 thus indicates how the shift in AB occurs as a 
result of the choice by each individual of point II instead of point I 
in figure 12.4 when confronted with the indircct-tax-plus-lump-sum- 
transfer. The new situation is an equilibrium in the micro-sense 
because each individual has adjusted himself fully to the new circum- 
stances resulting from the tax-and-transfer measure, and in the 
macro-sej;ise because the economy is so adjusted that these choices 
are attainable. 

This new equilibrium position differs from the original one in 
two important respects. Firstly, the indirect tax drives a ‘wedge’ 
between the prices confronting producers and the prices con- 
fronting consumers. Thus although (? , is an optimum position for 
both groups in the second situation, their respective decisions were 
based on different price considerations. Secondly, since is on a 
lower indifference curve (DD) than is (A A), then the best position 
attainable under the indirect tax is inferior to the best position attain- 
able under the direct tax. As with the comparable conclusion 
under the micro-analysis (see Chapter IX), however, the restrictive 
assumptions needed to achieve this result must be borne carefully 
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in mind here. As we relax some of them, wc shall again find that this 
simple conclusion needs to be modified. 

(iv) variabll: iactor supplils 

The whole of the anal>sis so far in this chapter has been based on the 
assumption that the amounts of labour and capital have been fixed. 
This means that neither changes in basic factor prices nor the taxes 
and transfers that have been introduced have been allowed to have 
any clfect upon the supply of these factors. It is now time to relax 
this assumption to see what efiect variability of factor supplies would 
have upon our conclusions. 

For the sake of simplicity, only changes in labour supplies will be 
considered. Changes in the supply of capital would have comparable 
effects upon the structure of the economy, but they ako raise many 
additional problems which it is convenient to pass over at this point. 
Further consideration of this topic will bedeferred until later chapters. 

As before with the micro-analysis, the easiest way to lit variations 
in the supply of labour into our analytical framework is to consider 
leisure to be the third good, co-ordinate with lood and clothing, and 
requiring the sacrifice of the income earned by supplying labour if it is 
to be obtained, and ol' the goods that could be produced by that 
labour if it is to be avdilablc. Thus figure 12.9 is a three-variable 
version of figure t2.1, and in fact incorporates the latter. The curved 
surface CTL represents the various combinations of clothing, food 
and leisure that are available for the economy as a whole. Assuming 
that the amount of leisure were f'\ed at then the combinations 
of food and clothing available would be given by the curve Tl\ 
which is a line on the surface of ( tL. This is ol course the situation 
analysed earlier in figure 1 2. 1 . 

Continuing our assumptions about identical tastes and ^incomes, 
so that wc can sensibly consider communitv indiftcrence curves, 
we know that on TT the preferred combination of food and clothing 
was (>j. If this is to be the preferred position no matter how much 
leisure is taken, then there must be no othc» point on the whole 
surface of CFL that is preferred to it. technical terms, this means 
that an indiflerenec surface must be Jus* tangential to the surface of 
CFL at that point. Let us suppose that this is so. Now the analysis 
leading up to figure 12 7 showed that, so long as the economy was 
forced to stay on TT (i.e. so long as no change w'as allowed in the 
supply of labour ... or here the amount of leisure taken), the clothing 
tax would shift the community to the position Q^. In figure 12.9, 
the point (>3 corresponds to in figure 12.7, but instead of being 



204 


PUBLIC FINANCE AND BUDGETARY POLICY 



on the indifference curve DD (in two dimensions), it is now on the 
indifference surface DD^ llic locus of points where this surface cuts 
through ^he surface of CFL being shown b> the dotted line D (which 
also passes through 22 ^^d 24 ). 

Now what would happen if the income tax, but not the clothing 
tax, were permitted to have an effect on the supply of effort? Jf the 
assumption is maintained that the tax revenue is exactly offset for 
each individual by a lump-sum transfer, this means that the income 
effect of the tax is neutralized, and we have only its substitution 
effect to consider, and this will lead to less effort being supplied, i.e. 
more leisure being taken. The community will therefore move to 
some position on CFL nearer to L than any of the points on TT, One 
such position would be 22 figure 12.9, and if this were the point 
chosen it would leave the community just as well (or badly) off as it 
was at 23 . since both are on the same indifference surface. If the 
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newly chosen point lay inside that part of the surface of CFL bounded 
by the dotted line D, then the community would be better off than 
at 03 , and it would be worse off if the newly chosen point lay outside 
that area. 



A brief excursion into micro-anal>sis might be useful here to 
establish comparabil*ty with our earlier results. Figure 12.10 shows 
that the pre-tax possibility line OA facing each individual in his 
choice between income (i.e. food-and-clothing) or work (the ob- 
verse of leisure). This is shifted to 03 by the simple proportional 
income tax, and then Xo CD by the lump-sum transfer, and on this 
line the individual will clioose the position lU at the intersection of 
CD and his original possibility line (7 't. It will be seen that the point 
U must involve less work being done than was done originally at 
the point I. and since this will be true for all individuals we con- 
cluded that the amount of leisure taken by the community as a whole 
must increase. 

Earlier we saw that by combining different taxes and subsidies in a 
variety of ways, a wide range of individual reactions could be pro- 
duced, so that it would be possible to shift the community in all 
sorts of complex ways to various parts of the transformation surface 
CFL, It does not require a great deal of further detailed analysis to 
indicate that a situation (such as on figure 12.9) where the amount 
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of effort is actually increased by some such combination of tax and 
subsidy measures, cannot be said, a priori, to be a better position 
than one where it is reduced (such as or one where it remains the 
same (such as (),). Indeed, in figure 12.9 the special case is shown 
where the community is indifferent between each of these particular 
outcomes! 

(v) PURCHASES ()I 1 ACTORS AND OF I INAL GOODS 
Besides levying taxes, the Government may also purchase goods and 
services, either with a view to making transfers in kind (which will be 
analysed later), or for use in connection with its other activities. 
For the moment it will be assumed that the Government \absoTbs’ 
the goods and services it purchases, i.e. they are not used in such a 
way as to make available to the public goods and services which it 
can purchase directly, although the public may nevertheless benefit 
in other wavs by the provision of such goods and services. The im- 
portant thing here is that such goods and services arc not distributed 
to the public through the market mechanism. 

As a first instance let us take the case where the Government de- 
cides to purchase some fixed amount of one of the pro!lucts, say 
clothing, which is produced by the private sector. This means that 
inside the production possibility curve T1 ' (see figure 12.11) there is 
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Clothing 
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now a separate consumption possibility curve UU' confronting the 
community as private individuals, which lies a constant distance 
TV to the left of 7T', where TU' is the amount of clothing that 
the Government is to ‘absorb’. If the community chooses to be at the 
point Q'z on UU\ this means that production must be at the point 
0a on TT if the Government’s demand for clothing is also to be met. 
The price line will have shifted from PV\ to P i.e. clothing will 
have become relatively dearer, output v'dll have shifted from Qi to 
t.c. more clothing and less food will be produced, while private 
consumption of both commodities will have fallen (from to 
0'.,). The Government could achieve this result by levying an in- 
come tax suflicient to shift the consumption possibility line to ^ 2^2 
through 0'o, and by spending the proceeds on clothing. 

But other variations on this pattern of adjustment are also possible. 
If the Government’s needs for clothing were temporary (say i<^r 
stockpiling or in case of some emergency) it might not wish the 
production shift to occur, since this might involve unnecessary dis- 
location when things are expected to return to normal shortly after- 
wards and Government purchases of clothing cease. Could it then 
obtain this same amount of clothing and still keep the pattern of 
production at 0i? On figure 12.12 arc set out two wa>s in which this 
could be done. Once more the economy starts fiom an equilibrium 
position at Qy on 1T\ with relative prices as indicated \y)f AS (the 
whole consumption possibility line as seen by consumers as a group, 
of which the price line PVy used in earlier diagrams is but a seg- 
mem). What we have to do is to establish the point Q\ as the chosen 
consumption position (where the Lori/ontal distance between 0'^ 
and 01 is the ainoimt of clothing to be taken by the Government). If 
we draw in the cominunil) indillcrem e curve passing through 0\, 
and draw the tangent to it at 1 hat point, ve shall arrive at a line such as 
DE. If this could be established as the new consumption possibility 
line, we know that 0\ will be the chosen point on it. and the problem 
will have been solved. DE can in fact he so cstaHished in a number of 
ways, the two simplest being shown in figure J2.12. firstly, levy an 
income (or strictly speaking a lump-sum) tax that shifts AB to CD, 
and give a subsidy on food so as to si.*M C D to DE. Alternatively, 
levy a tax on clothing so as to shift A Bio A F, then make a lump-sum 
transfer payment that shifts AE to DE. Note, however, that what- 
ever method is used to establish Q\ as the chosen position, con- 
sumers will be worse olf than they were in the earlier case where they 
were allowed to adjust to 0'2* This is so because the curve UU' 
includes all points where the given amount of clothing (TV, which 
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equals the horizontal distance between Q'l and Q^) has been re- 
moved from TT', so that the point Q\ must itself lie on UU'. We 
already know that of all the points on UU', the community prefers 
Q' so that Q'x must be an inferior position. 

If the Government is now assumed to purchase factors (say 
labour) instead of final goods and services, the outcome is somewhat 
different. Let us suppose that it buys labour at the current market 
price, competing with private producers, just as it competed with 
private consumers for the clothing it wanted in the preceding dis- 
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cussion. Once more, we will assume that it is determined to have a 
fixed amount of labour, and that it will make whatever outlays are 
required for this purpose. The result will be that the production 
possibilities for food and clothing will be reduced (because less labour 
is now available), so that there will be a new production possibility 



from TV to T, r\ in figuie 12.9 above). If, on V 1 the chosen com- 
bination is Qi, then relative prices and production will shift accor- 
dingly, in this" case with food relatively more expensive than before 
(it being assumed that the lack of labour curtails food production 
more than the demand for food is reduced by the fall in disposable 
incomes). The Government’s policy in this case could be to levy 
direct taxation at a rate sufficient to raise precisely the amount of 
money it has to pay out in wages, for in that way the purchasing 
O 
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power of that part of the labour force which is in public employ- 
ment (which is not taken account of in the consumption possibility 
line in figure 12.13) will be exactly offset by the taxation taken 
from all individuals. 


(B) A MODEL WITH SHIFTS IN INCOME 
DISTRIBUTION 

The whole analysis so far in this chapter has been based on the 
assumption that this community of individuals is so homogeneous 
in circumstances and outlook that it is sensible to consider the com- 
munity as a whole as having a consistent and unambiguous set of 
preferences between the various outcomes. It is now time to drop this 
assumption and consider the possibility that conflicts of interest 
may arise within the community, e.g. one group may be better off 
and the other worse off in the new situation that in the old. The most 
obvious element in the situation that may make for such divergences 
of interest is the distribution of income. In this section we shall, 
therefore, extend the analysis to lake account, in a rough<and ready 
way, of changes in the distribution of incomes, via changes in relative 
factor prices and uneven ownership of factors between the individuals 
in the community. 

(i) THE BASIC DIVISION OF OUTPUT 

We shall postulate that consumers may be divided into two distinct 
classes, those whose incomes are derived solely from supplying labour, 
and those whose incomes are derived solely from supplying capital. 
This is just as artificial as the original assumption that all incomes 
were identical, of course, but so long as people’s incomes are in fact 
derived tn differing degrees from various types of factor ownership, 
the conclusions drawn here will still be valid in principle. 

The important technical implication of this change for our analy- 
sis is that it is no longer valid to draw a set of community indifference 
curves, since conflicts of interest may arise between the two groups, 
even if their tastes are identical. For the sake of simplicity, it will 
still be assumed that incomes are identical within each group, but 
between the two groups marked differences may occur. This will be 
formalized by introducing a ‘division of output’ curve into the dia- 
grammatic analysis, as shown by JK in figure 12.14. This indicates 
that if output is (i.e. OCq of clothing and OFo of food) then the 
amount which will accrue, in the form of purchasing power, to the 
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suppliers of labour w.ll be (OCf, of clothing and O/’o of food)» while 
the rest (cqCq of clothing and zo/^o of food) will accrue to the suppliers 
of capital. In other words, total output is divided between labour and 
capital In the ratio OiJq :^o0o- the c mposition of output changes, 
so as to increase the amount of food and decrease the amount of 
clothing that is produced, then the demand for labour fticreases 
relatively to that for capital, and since factor supplies are assumed 
fixed, the price of labour will rise relatively to that of capital, so that a 
higher proportion of output will accrue lo the suppliers oflabour. 
Thus at Qi in figure 12.14, Oqi is a larger proportion of OQ^ than 
Of/o was of while Oq^ is a still u .ger proportion of In 
most subsequent diagrams the curve JK will not be drawn in, but 
only the relevant points on it, such as q^, q^ and q^, so as not to intro- 
duce unnecessary complications. 

With the help of figure 12.15, we can now re-examine, in terms of 
this new set of assumptions about income distribution, the initial 
equilibrium situation as set out earlier in figures 12.2 and 12.3. 
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Total output is and relative prices are such as to generate a price 
line tangential to TV at This total output, consisting of Of’j 
of food and 0C\ of clothing, is then to be divided between the two 
groups of income earners, and if Qx is to be an equilibrium position, 
their total demand must add up to Qx (total supply). We know (from 
JK in figure 12.14) that income (or purchasing power) is distributed 
in the ratio Oqx'qiQi between labour and capital respectively, and 
the slope of the price line tells us on what terms this purchasing power 
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can be distributed between food and clothing. Thus, in figure 12.15, 
the line AB through parallel to PiP^ gives us the consumption 
possibilities facing each group. Taking O as the origin for labour, 
their possibilities arc measured off along AB \x\ the usual way. In the 
case of the suppliers of capital, the diagram has, as it were, to be 
turned upside down, with their possibilities being measured off 
from Qx as their origin, but still taking AB (from the other side) as 
the consumption possibility line. So long as each group, from its 
respective origin, chooses the same point on AB, then total demand 
will equal total supply, and Qi will be an equilibrium position. Such 
an equilibrium solution is shown in figure 12.15, where q^ is the 
point on 4 B which is tangential both to one of labour's indifference 
curves (//) and to an indifference curve of the suppliers of capital (cc). 
The suppliers of labour want Ofi of food and Ocx of clothing, while 
the suppliers of capital want and of clothing. In this 

way the sum of their respective demands for each of the two com- 
modities will be equal lo the amounts being produced. This is thus a 
more complicated variation of the analysis conducted earlier with 
respect to figure 12.3. 

(ii) THE Liners OF AN IMURECf FAX 

The process of adjustment when a tax is imposed on clothing will 
again be broken down artificially into distinct stages as before. The 
output Qi will already have been produced, and the distribution of 
income qi already determined. Again it v^ill be assumed that the tax 
proceeds arc returned to ca^'h ta» payer in the form of a lump-sum 
transfer. But the consumption possibilities arc no longer represented 
by the line AB based on pre-tax prices (as in figure 12.15), but (as 
shown in figure 12.16) by the line C for the suppliers of labour 
(comparable to DE in fi^'ure 12.4), and analogously by Er for the 
suppliers of capital (to be read off using 0, v > the origin). Thus the 
owners of labour will move from qi to q^* ^and to a lower indiffer- 
ence curve nim), while the owners of capital will move from q^ to 
qi^ (and to a lower indifference curve ihl). If these respective demands 
are now totalled, it will be found tha< the demand for food has in- 
creased (Of I plus QJ\* is greater than Ul'i) and that for clothing has 
fallen (Oci* plus Q^Cx is less than OC\), lUst as in the earlier, less 
complex, analysis (see figure 12.5). The pre-tax prices of food and 
clothing will now change in response to the excess demand and ex- 
cess supply respectively, ac> before, and this shift in the price line will 
bring forth not only a production shift (more lood and less clothing) 
but also a shift in income distribution (a higher propouion going 
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lo the suppliers of labour, see JK in figure 12.14). The ultimate 
equilibrium position will therefore not only differ from the original 
one due to the ‘wedge’ (mentioned before) that has been driven 
between the prices confronting producers on the one hand and con- 
sumers on the other, but also because of the shift in income distri- 
bution brought about by the changes in relative factor prices. 

The ultimate equilibrium situation, corresponding to in figure 
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12.7 earlier, will have the properties shown in figure 12.17. Here, the 
equilibiium output is again designated as based on the pnee 
line P 3 P 3 which takes no account of the tax on clothing. The income 
distribution associated with (7,^ is < 7 ^, and the consumption possi- 
bility line (common to both, since this is an equilibiium fiosition) 
is G/f, which is based on relative pr'ces including the tax on cloth- 
ing (as was in figure 12.7), On this line, the chosen point for 

both groups is ^ 3 . Here an important difTercnco n interpretation, by 
comparison with the earlier analysis must be noted. It concerns 
the welfare implications of the new position compared with the 
old. In figure 12.7 we simply noted that ^3 was on a lower community 
indifference curve than 0,. Here we have no such simple guide, for 
we have to consider the welfare of each group independently. This is 
done in figures 12.18 and 12.19. Figure 12.18 comp ires the initial 
and final equilibrium positions (q^ and q^ respectively) from the 
point of view of the suppliers of labour. Clearly, in the case wc have 
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presented here, this group is better off with the indirect tax and the 
lump-sum transfer (at on indifTerence curve ////) than without 
them (at q^ on indifference curve //), or, what we have already seen 
to be the same thing when factor supplies are fixed, than with an 
income tax and a lump-sum transfer of like amount. This is because 
the disadvantages of an indirect tax in its price-distorting effects on 
choice, is more than outweighed in this case by the beneficial effects 
on the incomes of labour-suppliers from the switch to a greater 
production of food. If we then carry out a similar comparison for 
the suppliers of capital, redrawing AB and GJI as from a common 
origin O in figure 12 19, instead of from as in figure 12.15 and 
from as in figure 12.17 respectively, we are led to a different con- 
clusion for them. The suppliers of capital arc obviously worse off 
(on indifference curve ee) at q^ than they were (on indifference curve 
cc) at qi. Putting this conclusion in terms of indirect vs. direct taxes, 
we find that they will prefer the direct to the indirect, assuming all the 
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time that each individual’s 1'’ pa, meni is returned io him in the form 
of a lump-sum transfer. Summing up our findings in this more com- 
plex case, then, wc might say that some will be better off under the 
indirect tax, and others under the dircv.t tax. It should also be added 
that it is quite conceivable that both groups be worse off under the 
indirect tax, but it will now be clear that this *iccd not necessarily be 
so. It depends to a large extent upon the relative magnitude of the 
income shifts due to factor price changes compared with the effects 
on consumption through price changes. Moreover, ii must be empha- 
sized that these redistributive effects a’'c not direct ones operating 
through the budget itself (in every case lax payments are remitted 
to each indiridual as lump-sum transfers) but are incidental effects 
flowing from general adjustments to these budgetary measures. 

(ili) VARIATIONS IN TRANSIERS 

In the analysis so far, attention has been concentrated on taxes, with 
lump-sum transfers being used simpl) as a sort of counterweight 
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bringing the differential impact of various taxes into sharper relief. 
It is now lime to consider other possibilities on the transfer side. It 
will still be assumed that the Government spends all its tax revenues 
on transfers, but not necessarily so as to return to each individual 
precisely what he has paid in taxes. We are therefore now in the 
realm of ostensibly redistributive budgets, rather than budgets 
which arc just incidentally redistributive. 

One of the most straightforward redistributive measures would be 
the levying of a simple proportional income tax the proceeds from 
which are paid in the form of a lump-sum transfer to one group 
only, say the suppliers of capital. Here no ‘wedge’ is driven between 
the prices conironting consumers and those confronting producers, 
so that the only effect upon the pattern of output will be that which 
arises from differing demand reactions by the two groups. Thus in 
figure 12.20 the initial equilibrium position ((^i) is disturbed by the 
imposition of a simple proportional income tax, which shifts the 
respective possibility lines to DE and FG. When the proceeds are 
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then distributed entirely to the suppliers of capital, this shifts their 
possibility line to DE too, so that both groups have to make their 
choices somewhere along this line. The position of their chosen points 
depends on their respective elasticities of demand for the two com- 
modities. It may be that the choice is as shown in figure 12.20, with 
being the preferred combination for the suppliers of labour, and 
^ 1 *' that for suppliers of capital, hut these respective positions could 
well be reversed in other circumstances. However, in the example 
illustrated in figure 12.20, there will be an excess demand for food, and 
an excess supply of clothing, so that there will be a production shift 
ti'wards more food, which will continue until sonic such outcome as 



that shown in figure 12.21 is established, where equilibrium has once 
more been restored, v*ith both groups choosing on DiE... In this 
case there is no doubt that the owners of capital are better ofl'and the 
owners of labour worse off, for we have assumed a large ostensible 
redistribution through the budget, and a relatively small offsetting 
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redistributive effect as a result ol the effect of the production shift 
upon relative factor rewards. In other conditions other results are 
possible, as can be readily seen by varying these assumptions, and 
re-working the analysis. 
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But much more complex measures than these are often used to 
implement a policy of income redistribution through the budget. 
For instance, let us investigate the situation in which the Govern- 
ment levies a simple proportional income tax and uses the proceeds 
to pay a simple proportional subsidy on the price of food. Thus, in 
figure 12.22, the economy was originally in equilibrium producing 
with each group choosing to be at qj on the price line AB. The simple 
proportional tax on income shifts the respective possibility lines to 
JD and EK, and the Government has then to calculate what rate of 
subsidy the proceeds of this tax will finance. To be successful in this 
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calculation it has to ensure that the chosen points on the possibility 
lines generated by the subsidy lie on a line parallel to AB, for only 
then will the sum of the vertical distances between each chosen 
point and the appropriate pre-subsidy possibility line {JD or EK), 
which is the amount of the subsidy, be equal to the vertical distance 
between JD and EK, which is the yield of the income tax. Thus in 



Figure 12.24 



THE STRUCTURE OF THE ECONOMY 


223 


figure 12,22, the post-subsidy possibility lines are CD and EF, on 
which the chosen points are qi' and qi' respectively, and these points 
both lie on the line RS which is parallel to AB. It will be noted here 
that the amount of subsidy received by each group does not equal 
the amount of tax paid by that group, for RS does not coincide 
with AB, even though the aggregate receipts and payments by the 
Government are the same. 

In this situation, the total amount of food demanded is greater 
than the supply, and the total demand for clothing is less than the 
supply. The now familiar adjustment process will therefore take 
place, shifting the production structure towards food, and the in- 
come distribution (before tax or subsidy) towards labour. This 
process of adjustment will end when some such situation as that 
depicted in figure 12.23 is reached. In (his new equilibrium position. 



Figure 1 2.25 
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total output has shifted to with the basic income distribution 
given by parallel to P 4 P 4 through 94. The proportional income 
tax shifted this line to HI and GJ, and the subsidy on food shifts 
both these possibility lines back to GH, on which both groups choose 
to be at ^4. The line RS, parallel to AB through 94, indicates the 
ostensible redistributive effect of the budget. It shows that the owners 
of labour get less direct benefit from the subsidy (SK) than the amount 
that they pay in tax {KB^, whereas the owners of capital get more in 
subsidy {JS) than they pay in tax {JB^. 

It would be quite wrong, however, to jump to the conclusion that 
the former group are therefore worse off, and the latter group 
better off, as a result of these budgetary measures. A more careful 
appraisal of this particular situation will in fact show that both 
groups are worse off than they were before, as will be seen by con- 
sideration of figures 12.24 and 12.25. Figure 12.24 compares the 
points Qi and ^4 (from figures 12.22 and 12.2.1) from the point of 
view of the owners of labour (compare figure 12.18 earlier). Figure 
12.25 docs the same for the owners of capital (compare figure 12.19 
earlier). It is clear from these diagrams that both groups are worse 
off at ^4 than they were at qy. In the case of the owners of Ijtbour, this 
is because the favourable shift in income distribution is not large 
enough to outweigh the direct adverse budgetary effect mentioned 
above, whereas in the case of the owners of capital, the unfavourable 
shift in the distribution of incomes more than cancels out their 
direct budgetary gain. Clearly, other outcomes than those illustrated 
here arc possible, but the important point which emerges is that the 
effects of budgetary measures cannot be assessed simply by their 
ostensible effects on income distribution, etc. The effects on the 
structure of production, and upon the distribution of factor incomes, 
must also be taken into account. 


(iv) PURCHASES OF GOODS, AND TRANSIERS IN KIND 

At this stage we can re-examine the effects of Governmental pur- 
chases of goods, this time not merely for ‘absorption’ from the 
private sector as in section (A) (v) above, but also for making trans- 
fers in kind. First of all let us recast, in terms of the present model, 
the case illustrated earlier in figure 12.11, where the Government 
decides to purchase a fixed amount of clothing at the going price. In 
figure 12.26 the initial consumption possibility line is AB and the 
chosen point for each group Qy. The Government then imposes a 
simple proportional income tax which shifts the consumption pos- 
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sibility lines to CP and EF, on which the points i/,' and c]i' respectively 
are chosen. When the Government’s fixed demand for clothing 
( — EC) is added to q{ we get qi", and ii will readily be seen that this 
leads to an excess demand for clothing and an excess supply of food. 
The consequent change in relative prices will bring about a produc- 
tion shift towards more clothing, a consequent shift in income 
distribution, and so on, until a new equilibrium is established such as 
that depicted in figure 1 2.27. Output is now Q the basic consumption 
possibility line AB (through q^, and the post-tax possibility lines 
p 
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CD and EF, on which the chosen points are and respectively. 
Since these two points are horizontally opposite each other at a 
distance EC (the amount of clothing taken by the Government), 
total demand now equals total supply, and we have reached a situ- 
ation equivalent to that depicted earlier in figure 12.11. The difference 
here is that we have taken aecount of the fact that the production 
shift from Qi to Q.^ entails a shift in the distribution of incomes in 
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favour of the suppliers of capital, but both groups are nevertheless 
worse off than they were at q^. 

A second interesting case is that in which the purchased goods are 
distributed in the form of transfers m kind, to cither or both of the 
groups in the community. In order to lake a specific case, let us 
assume that the clothing is to be distributed to the suppliers of labour. 
To discover the cflccts of this, we can turn again to figure 12.26. 
The amount of clothing to be distributed to the suppliers of labour 
is FX\ which means that the consumption possibilities for them 
start from the assumption that they already have F.C of clothing. 
Otherwise, beyond this minimum amount of clothing their possi- 
bilities are given by C /), which lies to the right of EF by the amount 
[X\ Whether there will be an> production shift or not depends on 
the point that they choose on CDAf they choose the point there 
will be no further adjustment'*. It thc> choose a point nearer C than 
this, production will shift towards more food, and if they choose a 
point nearer D production will shift towards more clothing. The im- 
portant point here is that such transfers m kind only have a diflcrcnt 
elToct upon behaviour from that which a Kimp-sum cash transfer 
would have had. if the amount of the good received by the indi- 
viduals IS greater than the amount that he would have bought any- 
w^ay (allowing for the income effect of the transfer). If it is not greater 
than this, he will simply adjust his cash purchases residually, so as 
to achieve this chosen consumption pattern as before. 

(v^ PURCHASFS OF FACTORS AND VARIATIONS IN 
I ACTOR SUPPl Its 

The effects of Governmental purchases of factors have alrcad> been 
examined (sec figure 12 13) tor the ^ mple case where changes m 
income di dribution can be ignored. In the more complex model with 
which we are now working, some further adjustments are fequired 
before this type of Governmental activity can be incorporated into 
the analytical framework. 

Thus in figure 12.28, VV' represents the pioduction possibilities 
for food and clothing when the amount of labour available to the 
private sector luia been reduced by t lovernmcntal purchases of 
labour for other purposes (compare VV in figure 12.13 earlier). 
The new division of output line (comparable to JK in figure 12.14 
above), reiev^ant to the new production possibility line VV\ is shown 
in figure 12.28 as This only shows the division of incomes 
arising in the piivatc sector, however, so that to it must be added the 
incomes derived from supplying labour to the public sector. We 
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shall assume that the labour employed by the public sector is paid 
at the same rate as labour gets in the private sector. Thus in order 
to get the total income received by all suppliers of labour, one has to 
extend income accruing to privately employed labour by whatever 
proportion publicly employed labour bears to privately employed 
labour. Let us assume that this results in labour’s share of total in- 
come expanding from J„K, to in figure 12.28, with total in- 
come being shown as WW. 
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1 igurc 12.29 


With the aid of these new tools of anal>sis, transferred to figure 
12.29. we can now re-e\amine the properties of the equilibrium 
situation depicted earlier in figure 12.13 as 02- This is shown in 
figure 12.29 as Q./, indicating that the <'//pp/) of goods by the private 
sector amounts to OF^ of food and OC 2 of clothing. If incomes were 
generated only in the private sector, the consumption possibility 
line would be 4B through q. on 7, A'., but in fact total income (i.e. 
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purchasing power) will be ga'* on JVfV', shared in the proportion 
Oq*/ :q 2 ^Q 2 ^ between labour and capital respectively. Thus total 
demand (g./) would exceed total supply (Q 2 ') in Ihe absence of 
further Governmental measures. The Government must therefore 
reduce the volume of purchasing power, and one way of doing this 
would be to levy a proportional income tax on both groups at the rate 

-J- i.c. the proportion that the excess demand bears to the total 
Og./ * * 

supply (the desired level of demand). This would shift total purchas- 
ing power from to Q 2 \ and labour's share from r/V' io q 2 ^. The 
possibility line would then be A'B' (parallel to P 2 P 1 ). and for an 
equilibrium both groups arc required to choose the same point on 
this line, c,g. q^^. 

To determine whether this outcome is better or worse for each 
group than when the Government did nothing, requires not only a 
comparison between q./ in iigure 12.29 and q^ in figure 12. 1 5, but also 
an evaluation of the benefits accruing to each group from whatever 
it is that the Government is doing with the labour it is emplo>ing 
(even though these services ma> not be sold back to consumers on the 
market). A proper assessment of the situation therelbre requires an 
analysis of the interplay of (a) the production shift in the private 
sector (b), the income distribution in the private sector, (c) the 
incomes generated in the public sector, (d) the tax measures chosen, 
(e) the changes in the relative prices of the two goods, (f) the relative 
demand patterns of the two groups, and (g) their respective valuations 
of the Governmental activities to which labour has been diverted. 

If, finally, w^e analyse the elTccts of variations in factor supplies 
within this model, we shall see once more that the conclusions of the 
earlier analysis have to be modilied somewhat. In order to simplify 
the situation a little, let us once more assume that only the supply of 
labour is alfected, the supply of capital remaining fixed throughout. 
Thus, in figure 12.30, the surface CIL, the transformation curves 
TT (at L,) and (at Lo), and the points gi and go are the same 
as in figure 12.9 above. What is new is the division of output sur- 
face, JRL, lying inside the transformation (or production po.'.si- 
bility) surface. This division-of-output surface performs the same 
function in the three-dimensional analysis as did the division-of- 
outpul line in the two-dimensional analysis (see figure 12.14). Thus a 
reduction in the amount of labour supplied, which shows here as 
an increase in the amount of leisure taken, will not only reduce the 
production possibilities, say from gi on TT to but also 

shift the basic income distribution from (on the line from Lj to gi 
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Leisure 

Figuic 12.30 


where it intersects the plane JKL) to r/j (at the intersection of the 
line from L., to Q.y with JK!.), What then is »cqiiired is a careful 
assessment of the welfare implication*^ of this elfeci on income 
distribution, together with all the other considerations mentioned 
earlier, which it would be tedious to repeat here. One point that might 
be stressed however, is that the position in which the suppliers of 
capital find themselves is altered even though they themselves do 
not react to the Government's measure^ directly, foi the change in 
labour supply will affect their rewards as suppliers of factors as well 
as affecting the relative prices of the goods they buy as consumers. 
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(C) SOME CONCLUDING OBSERVATIONS 

This chapter has been concerned with problems of structural ad- 
justment in an economy, and in order to render the analysis manage- 
able, it has been conducted within a rather simplified logical frame- 
work. In spite of this, the analysis became quite complicated at 
times, and the conclusions reached even with this rather simple 
model of the economic system indicate cl^rarly how complex are the 
interrelationships that have to be elucidated and evaluated before a 
proper assessment of the impact of Governmental activities upon 
the structure of the economy can be undertaken. There is one im- 
portant simplification that cannot be allowed to pass without further 
comment however, and that is the one wliich postulates that incomes 
arc w^holly spent on food and clothing, so that no saving takes place. 
This assumption will be rc-examined in the first part of this con- 
cluding section of this chapter. The rest of this final section will be 
concerned with the implications of our analysis for the general 
probleih of incidence, for the ‘transfer problem’, and for the limits of 
taxable capacity. 

(i) SAVING AND CAPITAL I ORMATION 

In establishing an equilibrium position in our analysis, we have 
assumed that the payment of tax, or the receipt of subsidy, has a 
one-to-one effect on consumer spending. This is clearly unrealistic, 
since we have already seen from the earlier micro-analysis that such 
taxes and subsidies w ill usually affect saving too. I’he purpose of this 
simplification has been to enable attention to be focused wholly upon 
the elTects of budgetary measures upon consumer spending, for it is 
this aspect of the adjustment that is of prime importance here. If 
we now wish to take note of the complications associated with a 
marginal propensity to consume out of income which is less than 
one, it is not difficult to sec what this implies foi our analysis. It 
means that part of the effect of the taxes or subsidies is ‘dissipated’, 
as it were, through changes in saving rather than changes in consump- 
tion, so that if a certain effect on consumption is required, the tax or 
subsidy measure has to be that much stronger. This point will be 
taken up more fully in the next chapter. 

As regards income distribution in particular, there is now intro- 
duced a further possible field for a differential impact upon the two 
groups, if their marginal propensities to consume differ. Thus it is 
commonly held that since poorer people have a higher marginal 
propensity to consume than do rich people, taxes on consumers’ 
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goods tend to hit them harder, and any desired change in the 
general level of consumption can be achieved more readily by 
directing budgetary measures at them than by directing them at the 
richer people. Again, it is necessary to insist that judgments of this 
kind only be made after all the repercussions of the budgetary 
measures have been taken into account, and not just their ostensible 
effects. Otherwise, all that need be added here is that the preecding 
analysis has to be interpreted carefully so as to allow for possible 
savings reactions which we have hitherto ignored. 

Similar simplifying assumptions have been made concerning the 
demand for capital and its supply, '^"he whole problem of capital 
formation is one with which economists have had, and continue to 
have, the greatest difficulty. In a static analysis of this kind it can 
only be treated sketchily, and quite inadequately. Obviously, the 
long-run adjustment of the economic structure depends in a crucial 
way upon the pattern of investment, both in material goods and in 
human skills. Although the analysis of this chapter has been used 
to throw some light on part of this problem, in general it has been 
evaded by taking the capital supply as fi\ed, and treating the demand 
for capital as being related in a very simple way to the output of 
food and clothing, burther consideration will be given to the role of 
investment in the next two chapters, but it must nevertheless be 
admitted that for a satisfaciory ircatmciil of the problems in this 
field, a much more comple>, dynamic model of the economy is re- 
quired, which lies outside the scope of this book. 

(ii) INCIDCNCL, IHh 'IRANSl'>R PROBLEM, 

AND TAXABLE CAPACITY 

Much of the interest shown in the economics of public finance and 
budgctaiy policy has been centred upon the problem of assessing the 
incidence of a tax or subsidy. One of the main purposes of ttiis book 
is to show that such an assessment cannot be made satisfactorily 
just by looking at the direct transactions between Government and 
taxpayers (or subsidy receivers), ^et a common method of esti- 
mating the incidence of a set of budgetary measures is to draw up a 
sort of ‘balance sheet’ between the cash payments made by each 
group by way of taxes, and their receipts by way of direct transfers 
or other subsidies, with the benefits of other Governmental services 
apportioned (at a cost of production valuation) in some more or less 
arbitrary way. In this way, some groups arc found tc be ‘net gainers’ 
(their tax payments are less than iheir receipts) and others ‘net 
losers’ by the Government’s measures. Wc have already seen that this 
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kind of approach is quite inadequate, for it takes no account of the 
production shifts, the consequent changes in the distribution of 
factor incomes, or the changed pattern of demand that may result. 
And this superficial treatment of the problem is not simply misleading 
because of any underestimate or overestimate of the incidence of Ihe 
budget that it may give rise to, but more fundamentally because it 
may not even get the direction of change right (i.c. it may designate 
as ‘gainers’ people who are really ‘losers’, and vice versa). The most 
cicar-cut example of this would be in the apportionment of a tax on a 
commodity which one group of people were forced to give up buying 
because of the tax. Because they then pay no tax, they will not be 
counted among those who are ‘losers’ by the tax, whereas the people 
who give up something else to keep on buying the taxed good w ill 
be considered ‘losers’. Moreover, the former group may find their 
incomes reduced (if their incomes depend on the prosperity of the 
industry producing the taxed good), while the latter’s incomes may 
rise (due to the demand switch to other goods). 

One aspect of the impact of budgetary measures in general that 
wc have not dealt ^^ilh explicitly so far is the so-called ‘transfer 
problem’. In our model of the economy, the population was arbitrar- 
ily divided into two groups, the suppliers of capital and the suppliers 
of labour. But other classifications might equally well have been 
adopted, e.g. those whose incomes arc earned in the one industry 
as against those depending on the other, or between rich and poor, 
or on some geographical basis. Obxiously, the division of output 
line (./A in ligurc 12.14) would be dilfcrent in each of these eases, 
but the main lines of the analysis could have been pursued more or 
less as before. There is, however, one reclassification that merits 
further examination, and that is the one between ‘productive’ and 
‘unproductive’ members of the community, for it is transfers between 
these claascs that assumes a major importance when the budget 
becomes a major vehicle lor social welfare provisions. 

In order to have a concrete example to discuss, let us assume that 
food and clothing are made available by the Governmenl for the 
use of the very young, the very old, the sick, disabled and unem- 
ployable. This kind of situation was touched upon earlier when wc 
considered the ‘absorption’ by the Government of goods and factors 
from the private sector (sec section (A) (v), (B) (iv) and (B) (v) above). 
Wc can consider what was there called the private sector the ‘pro- 
ductive’ group, with the diverted resources being transferred, via 
the Government, to the ‘unproductive’ group. Concern is often ex- 
pressed as to whether such transfers will not have serious disincentive 
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effects, and so on. The answer is that such transfers will have all the 
possible ell'ects mentioned earlier, upon the actual composition of 
output, the distribution of incomes within the productive group itself, 
and the prices of products and factors, as well as upon the amounts 
of such factors supplied (which may be to increase them as well as 
to decrease them). Thus, again, the incidence of such social welfare 
provisions is no simple matter. It is not just a matter of finding out 
whether the consumption goods that are transferred arc more highly 
valued (from a social standpoint) in the hands of the one group than 
in the hands of the other (though that is itself a difiicult enough 
pioblcm to solve), but it is also necc^^sary to assess the valuation to 
be placed on all these other repercussions as well, and then to weigh 
them all together to reach an overall judgment in the matter. 

finally, it is often .'isked whether there is not some economic limit 
1o the extent to which the Government can intervene (especially 
with a redistributive policy) in the working of an economy. Posed in 
this bald way the ijucstion is incapable of being answered, for both 
the nature of the “limif and of the cconom> need to be specified. 
Ultiniaicly the economic limit is reached when the entire system 
breaks down, but wiiat is usually implied is that at some stage, well 
before the breakdown point is reached, the disadvantages of further 
( jovcrnmciilal inlcrvention will outweigh the advantages. Strictly 
speaking, this is clearly not an economic question at all, but a matter 
of social valuation, but there are nevertheless some relevant points 
that are thrown up by the foregoing analysis that would have to be 
taken into account m ina^mg such a valuation, firstly, it can be 
asserted quite categorically that an> such valuation that concen- 
trated only on 1a\c>, and ignored the effects of the vaiious kinds of 
C'ovcrnmcnl expenditure, w'ould K incomplete and misleading. 
Secondly, it will be obvious that, when viewed in this light, the 
question of taxable capacilv presupposes an assessment oPthc inci- 
dence of the budget as a whole, and therefi>re raises all the problems 
that we just have been discussing. 



CHAPTER THIRTEEN 


The Stability of the Economy 


In the previous chapter, attention was concentrated upon the 
structural aspects of the economy, its overall stability being ignored. 
In this chapter, on the other hand, we shall concentrate upon over- 
all stability, and largely ignore structural considerations. We shall 
therefore be concerned only with the broad aggregates of income, 
output, consumption, saving, investment, etc., and not with their 
composition or distribution. There are considerable difficulties in 
measuring such large, heterogeneous categories in such a way that 
the total can be used sensibly and without the danger of misleading 
people. For instance, total consumption means a collection of almost 
incommensurate goods and services, from housing, fuel, food and 
clothing to football matches and doctors’ services, ancf the only 
common yardstick against which they can be set is their money value. 
It wilt readily be appreciated that the money values placed on some 
of these diverse elements arc often rather conventional, and in any 
case they change relatively to each other through time, so that the 
‘yardstick’ itself is not rigid and objective, but rather flexible and 
paitly subjective. In spite of these acknowledged difficulties, in what 
follows we shall regard increases or decreases in these aggregative 
concepts as having a clear and unambiguous meaning. 

Our first task will be to set up a highly simplified ‘model’ of the 
workings of an economy, cast in broad aggregative terms. Because 
we are deliberately suppressing a great deal of structural detail, 
the analysis of this chapter will, in many respects, be much less com- 
plicated than that of the preceding chapter. This should not be 
taken as implying that a stabilization policy is necessarily easier to 
carry out than one aimed at influencing the structure of the economy. 
What it does mean is that the model icquired to illuminate the main 
features of the economy relevant to stabilization policy, can be simpler 
than that required to bring out its main structural characteristics. It 
must also be re-emphasized that the separation of the two kinds of 
policy is quite artificial, and basically arbitrary, and should not be 
allowed to obscure the fact that measures taken to influence the one 
will almost certainly also affect the other. Once more the framework 
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of analysis will be a static (timeless) one. This is a particularly 
serious shortcoming in the present context, for many of the problems 
confronting stabilization policy are problems of timing, and the 
dynamic properties of the economy therefore need to be explored 
and taken into account if the analysis is to be a satisfying one. Thus 
matters such as speed of adjustment, sequence of reactions, lags in 
putting budgetary measures into elTect, the formation of expecta- 
tions, channels of information, and s})eculativc activities, are all 
important to a full understanding of the problem, yet they arc not 
dealt with here. In extenuation, apart from pleading lack of space, 
it must be stressed that this book aims only at being introductory, 
and it has been found that a convenient place to begin studying the 
economic system is to tackle its ‘comparative static’ properties. Not 
only is this a relativclv simple approach, but it also enables certain 
fundamental relationships to be laid bare which have later to be 
incorporated into the more ambitious dynamic models anyway. 
Nonetheless, the analysis which follows i^ incomplete in these im- 
portant respects and must consequently be interpreted with*special 
care. 

Stabilization of the economy can mean many different things. It 
can mean simply resistance to any kind of change, or Just to certain 
kinds of change (e.g. in prices or wages). More often than not 
however, what is sought is the absence of any sudden large shifts, 
with certain other conditions also being fullilled, e.g. stability of the 
general price level at full employment with equilibrium in the balance 
of payments. It is thi.s rather ambiiious policy objective that w^ill be 
taken as our frame of reference here, and the terms Tull employment’ 
and ‘stable prices’ will be taken at their face value, and not in- 
vestigated more closely. 

It will become evident in what follows that a policy of stability at 
full employment may well mean deliberately upsetting an eqailibrium 
situation, unbalancing the budget, and generally manipulating the 
main economic aggregates in a way which at times appears to be 
anything but ‘stabilizing’ in a narrower context. However, if the 
general level of activity in the economy as a w hole is to be stabilised at 
a specified level, particular segments oi the economy may have to be 
subjected to such ‘desiabilizing’ influences in the interests of this 
wider aim. 
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(A) THE BASIC FRAMEWORK WITHOUT 
GOVERNMENT 

(i) THL EOUILIBRILM LEVEL OP NAIIONAL 
INCOME AND OUTPUT 

Our first concern is with shifts in aggregate expenditure and their 
influence on total output. It will be cojwnient to consider personal 
income as being used in only two ways, for consumption expenditure 
and for saving. Consumption expenditure means the actual demand 
for consumers’ goods, and this will clearly vary as the level of in- 
come varies. Thus in figure 13.1, ccnsuniplion (the C-linc) rises from 



left to right, but not as fast as income (the }-line) rises, reading the 
values of both against the vertical axis. The C-linc is also shown as 
rising at a diminishing rale, indicating that as national income rises, 
not only does the overall proportion of income devoted to consump- 
tion fall, but the fraction of each successive increase in income 
devoted to consumption also tends to fall. Translated into technical 
terms, what we have just said is that both the average propensity to 
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consume (i.e. total consumption di\idcd by total income) and the 
marginal propensity to consume (i.e. the increase in consumption 
divided by each successive increase in income) arc falling as income 
rises. At a certain level of income, say Yq in figure 13.1, consumption 
absorbs the whole of income, so that saving (shovNn by the ^V-linc) 
is nil at that level of income. At lower levels of income than this, 
consumption is kept at a higher level than income by dissaving (the 
5-line is in the negative part of the graph, i.e. below the origin O, for 
these low levels of income), while at higher levels of income total 
consumption is less than total income, and saving is taking place. 
Since saving is regarded as a residual element (income minus con- 
sumption) the 5-linc can be derived straightforwardly as the vertical 
dilterence between the I'-line and the Cline. Since the V-line is a 
straight line from the origin at 45 to each axis (if the scale of measure- 
ment on each axis is the sane), the 5-linc will have the opposite 
curvature to that of Ihc (- -line. 

The next important clement to be introduced is the level of in- 
vestment, i.e. the total demand for real capital goods. Many Alterna- 
tive hypotheses arc plausible for the relationship between this 
demand and the level of national income. It could be entirely inde- 
pendent of current levels of income (e.g. the line /,) in figure 13.2) 
and based instead on more long-term considerations, or it could be 
partly related to current income levels but not very sensitively (like 
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/i in figure 13.2), or it could be a more complex relationship (like 
7^) in which investment is rather insensitive to current incomes within 
a certain fairly wide range, but becomes very sensitive outside this 
range, especially as the economy approaches f^ull capacity operation. 
Rather than work with a variety of hypotheses in each situation, the 
'‘1 2 hypothesis will be used throughout, since it is of greater interest 
than the others for illustrative purposes. Other hypotheses could 
equally well be used, however, depending upon the circumstances. 

The total demands made upon the economic system are the sum 
of the demand for consumption goods (C) and the demand for capital 
goods (/), The supply of all goods and services is given by OY^ for 
incomes are generated by contributing towards output, and the total 
value of output and the total of incomes generated in its production 
will be the same (provided that certain items are imputed if not 
actually distributed, etc.) So to find the equilibrium level of national 
income, we must find the level of income (or output) at which total 
demand (C' F /) equals total supply (Y). In figure 13.3, C and I 
are added vertically to produce the C { I line, which represents total 
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demand at each level of income. Since Oy is the supply line, clearly 
is the equilibrium level of income. 

Note that this is also the level of income at which investment and 
saving arc equal, for since the value of income in figure 13.3 is 
made up of C| and /j, and minus C\ equals obviously /j and Si 
must have the same value. This is shown graphically in figure 13.4, 



where it will also be seen that / and S arc only equal at and not at 
other levels of income. The equality 1 1 investment and saving is 
therefore a property of the equilibrium level of income only, at any 
rate in the simplest case such as wc arc considering here. In the more 
complicated cases to be dealt with late»* other possibilities will arise. 

If the economy is at a level of income lower than yi, C+I is 
greater than Y, i.c. total demand exceeds total supply, and total 
output will therefore lend to increase until the output Yi is being 

Q 
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produced. Conversely, if the economy is operating at a level higher 
than total supply (y) will exceed total demand (C-t I) and out- 
put and incomes will tend to fall until is reached. Thus, not only 
is Yx an equilibrium position, but there are forces at work tending to 
establish it as the final outcome, if we can ignore all the dynamic 
problems mentioned earlier, 

(ii) THE coNC EPr or full employment 
There arc, of course, many reasons why the economy may not ad- 
just freely and smoothly to the equilibrium position. Ignorance, mis- 
calculation, immobility, etc., may all impede the process of adjust- 
ment, or even engender perverse reactions. There is, however, an 
even more important reason for us to consider here, and that is if 
the economy, at a lower level of output and income than Y^, is 
unable to expand output to the required extent, because some or all 
of its productive resources are fully employed. In reality this will 
not be at some simple clcarcut level of output, but there will rather be 
increasing difficulty experienced with each successive attempt to 
raise output, as first one factor runs short, and then another. Never- 
theless, we shall assume for present purposes that some given output, 
F, is the maximum that can be attained, in the short run at least. 
Thus in figure 13.5, the equilibrium level of output, Ti, is unattain- 
able since output cannot rise abo\e f. What will now happen, in the 
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absence of Governmental intervention, is that the excess demand at V 
(i.e. the amount by which C ^ / exceeds F) will force prices up. If this 
rise in the general price level is not accompanied by simultaneous in- 
creases in general purchasing power, then the real amount of consump- 
tion and investment will he reduced. If the diagrams arc interpreted as 
measuring demand at iixed prices, then when prices go up, quantities 
demanded will fall, and in terms of the former prices demand will 



have been reduced, say from C i /to (' i J' in figure 13.6, so that in 
real terms supply and demand are o..ce more equal, though at a 
higher general level of prices. Howe\er, such increases in th» general 
price level are very likely to be accompanied, or followed almost im- 
mediately, by a rise in money purchasing power, so that the ‘in- 
flationary gap' is opened up again. This alJ-tuo f'lmiliar aspect of the 
problem will not be pursued further here, because it cannot ade- 
quately be treated in the sort of analyu.al framework we are using. 
Moreover, the role of the credit and monetary authorities is crucial 
in this connection, and that lies outside tlie scope of this book. 

Conversely, the equilibrium level of output F, may be below the 
full employment level F, a*? in figure 13.7. In this case the equilibrium 
level of income and output will certainly be attainable, but it will not 
be particularly desirable, since it implies a level of utilization of 
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resources that is less than the maximum of which the economy is 
capable. Here Governmental intervention will be required, not to deal 
with the inflation, but to deal with the depression (i.e. resources 
lying idle which their owners would like to see being used). 

(iii) lOREIGN TRADi: 

It is only possible to introduce foreign trade in a rather cursory way 
into this type of analysis, for imports and exports, more than most 
elements in the economy, are subject to a vast range of outside in- 
fluences that require a much more complex analytical system than 
there is room for here. All that will be done therefore is to introduce 
them in a rather arbitrary way, so as to illustrate their role under one 
particular hypothesis about their relationship to the level of national 
income. The hypothesis in question is that depicted in figure 13.8, 
Here the foreign demand for exports (the Jf-line) is assumed to rise 
steadily, but only slowly, as income increases, while the home demand 
for imports (the Af-linc) is assumed to remain low, though rising 
slowly, until the economy approaches full employment, when it 



THE STABILITY OF THE ECONOMY 


245 



begins to rise much more sharpiy. At low levels of national income the 
balance of foreign trade is “favourable’ (i.e. exports exceed imports), 
while as full employment approaches it turns ‘unfax ourablc’ (i.e! 
imports exceed exports) and becomes increasingly more unfavourable 
the higher the level of national income gets. It must again be stressed 
that this hypothesis is adopted here simply because it is tn inter- 
esting one for expository purposes, and not because others are con- 
sidered intrinsically less worthy of consideration. 

Total demand will now be C (sec figure 13.9), xxhile total 
supply will be y 1 M, so that the new equilibrium position will be 
Yi, where C’ 1 / 1 y - j'-f-A/. At this level of income, I does not 
necessarily equal S, as it did before, but if it docs then M will equal X. 
Alternatively, if / is greater than 5, M will be greater than X by the 
same amount, while if S is greater than / (as in figure 13.9), y will be 
greater than M by the same amount. M equal to X means equilibrium 
on the current balance of payments, M greater than AT means a deficit, 
and X greater than M a surplus. 
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(H) lUJDCiETARY MEASURES 


(i) TAXES 

From the earlier analysis we have seen that through taxation the 
Government can influence the levels of consumption, of saving, and 
of investment, and also the supply ol‘ factors in a variety of ways. 
The direct effect of taxation upon the levels of exports and imports 
has not been dealt with explicitly up to now, but the earlier analysis 
can casMy be adapted to this purpose. Tariffs, customs duties, etc., 
can be regarded as business taxes on goods originating from abroad, 
and export duties (or subsidies) as a special tax (or subsidy) on 
certain final products sold in particular markets, to which the analysis 
of Chapter VI 1 1 is clearly relevant. 

In figure 13.10, the imposition of a simple proportional tax on in- 
come will shift purchasing power to the Government (to the extent 
shown by the line Tj), and will shift private disposable income from 
Y 10 Y— Ti. Consumption and saving decisions will then be made on 
the basis of disposable income after tax (y“-7\), so that the C-line 
will be shifted downwards, say to Ci in figure 13.10, and the S-line 
to Si, The important thing to note here is that consumption docs not 
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fall by the full amount of the tax, because part of the adjustment falls 
on saving. 

Similarly a business lax which increases the* prices of all con- 
sumption goods uniformly, will shift tlie real consumption line 
proportionally downwards (in in figure 13 11) and may lead to a 
diminution in saving (from S to V*,) as well. In this iristance the lax 
yield {T.>) has to be added to real consumption (i.e. net consumption 
expenditure) in order to gel gross consumers' expenditure 
(^ 2 \ which together with saving yS^) exhausts incomi. (/). 

We know from the earlier analysis that taxc^ can have mafiy other 
eflccls besides these. By alTectmg business profitability they may 
influence invcsiment. They max also influence investment by changing 
the relative prices of labour and capital equipment in particular 
processes. Such influences will be allowed for here quite simply by 
introducing an a[>propriatc shift in the /-line in response to the tax 
measure. Similarly, taxes will be allowed to influence imports (the 
A/-line) and exports (the A-linc) in an equally arbitrary manner 
wherever such shifts are appropriate. 

Finally, taxes may alfcct factor supplies, and in this way affect the 
level of output at which ‘full employment’ is attained. It may happen, 
for instance, that the imposition of an income tax leads to an increase 
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in the supply of labour, thereby raising the level of full-employ- 
ment output { 7 ) if shortage of labour was a limiting factor. On the 
other hand, a tax on business profits might reduce the level of in- 
vestment and lead to a shortage of capital equipment which became 
a maior bottleneck holding up the expansion of output beyond a 
certain level. Other examples could easily be given, but since their 
effect, within the present context, is simply to make taxes influence the 
position of F in one way or another, they will not be pursued further, 
since such adiustmcnts can easily be incorporated into the analysis 
if this is desired. In what follows we shall not make any such adjust- 
ments, however, but simply ignore this aspect of the problem. 

(ii) CiOvrRNMfNr ixpindifurl 

It IS important here to distinguish between transfers and subsidies 
on the one hand, and Governmental demand for goods and services 
on the other. Government expenditure on transfers simply augments 
private disposable incomes without competing directly fur real 
resources. Such transfers arc essentially negative taxes. 

Again, many alternative hypotheses could be tried as to the rela- 
tionship between such transfers and the level of national income. 
Here we shall assume that such transfers are high at very low levels 
of national income (since they would then comprise mainly un- 



THE STABILITY OF THE ECONOMY 


249 


employment benefits and other forms of public assistance to the 
needy when incomes in general are depressed), they fall off quickly 
as national income rises, until they finally even out (as public assist- 
ance to the needy in general falls off, and long term commitments, 
such as old age pensions, assume major quantitative importance in 



the total). This relationship is shown by T, in figure 13.12, where 
total disposable income becomes Y- r.„ so that both consumption 
and saving will rise (from C to C\ a.id from S to respectively). 
It will be seen that these reactions are exactlv comparabltv to those 
shown earlier in figure 13.10, exccot that all the adjustments are 
now in the opposite direction. Henceforth, transfers will be lumped 
in with taxes, as an offsetting item, and only the net balance shown 
as the T-line, which will generally be assumed such that taxes out- 
weigh subsidies and transfers. 

Governmental demands for goods and services, on the other hand, 
will be shown separately in subsequent diagrams, although no distinc- 
tion will be drawn between the current (consumption) demands of the 
Government, and its capital (investment) demand. In figure 13.13 it 
is assumed that govei nmental demand for goods and services (the 
C-line) is quite independent of current levels of income. Again, 
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Income 


other hypotheses can, and should, be substituted for this depending 
on the situation being analysed, but this will sullicc for present 
purposes. 

(C) STABILIZATION AT h ULL EMPI OYMENT 

We can now sec how budgetary measures may be used to achieve 
stabilization of the economy at full employment. Tlie use of direct 
taxes on persons, of business taxes, and of Cjovcrnmcnt expenditure 
on goods and services, will be considered in turn, first of all without 
the foreign trade complications, and subsequently taking account of 
them. 

•- 

(i) DIRECT TAXES ON PERSONS 

The first case to be dealt with is depicted in figure 13.14, and is one 
where the equilibrium level of income (Ki) is at less than full em- 
ployment (F). The policy objective is therefore to boost total de- 
mand by using direct taxes on persons. The yield from these taxes 
has not been shown explicitly as a T-line in figure 13.14, but they 
have nevertheless been deducted from total disposable income ( )') to 
give the net disposable income after tax (K— T), so that the T-line 
could easily be reconstructed as the vertical distance between these 
two. What has then to be done is to reduce personal direct taxes 
(or increase personal direct subsidies) by an amount sufficient to 
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raise the C-linc so that total demand (consumption plus investment 
plus Go\ernrncnt expcndittiic on goods and scrMces) is equal to 
total supplv at fiiil cmpIo>mcnt ( f ) Tnc amount bv wh'ch 7 haS to 
be reduced (i c y— 7 his to be mcrcascd) to achieve this desired 
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increase in C depends on the proportion of the tax rebate that will 
be spent on consumption. The smaller the amount that will be saved, 
the smaller will be the rebate required. In figure 13.15 one possible 
such adjustment is indicated, with taxes reduced (or transfers in- 
creased) from 7’ to so that net disposable incomes increase from 
Y-T to Y- 7’j, and consumption consequently increases from C 
to Cl (with saving also increasing, though this is not shown in the 
diagram). The new* level of total demand is shown as Cj-l /fC, 
which intersects the I'-line at 7, as required. 
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Figure 13.16 abstracts the budgetary elements from this situation. 
It will be noted that the tax remissions (or increased transfer pay- 
ments) change the budget surplus (gt) at into a budget deficit 
(gti) at 7. However, this deficit is not as large as one would have 
expected if the budget outcome with the new measures had been 
estimated on the basis of Yi incomes, for there it would have been 
g/g- The reason for this is that the tax remissions, in boosting the 
general level of activity, also increases the tax base, and hence the 
yield of the remaining taxes, so that the fall in tax revenues is less 
than proportionate to the fall in the rates of tax. Note too that in 
both of these equilibrium situations the budget is unbalanced, in 
the former situation because / was greater than .V, and in the latter 
case because S was greater than /, so that the Government is first 
acting like a net saver and then like a net dissaver in order to main- 
tain the balance. 

If foreign trade is now introduced into the picture, we are con- 
fronted with a more dillicult problem as shown in figure 13.17. 
The demand for imports will probably be affected somewhat* by the 
reduced personal direct ta\es, just as is the consumption of home 
produced goods, but it would be the greatest coincidence if the 
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general measures required to make total demand (C+T \G f A' in 
figure 13.17) equal to total supply (Y-\-M) at full employment, also 
happened to bring the balance of payments into equilibrium (i.e. 
make M equal to X) nt this same level of income. Figure 13.18 shows 
a situation where overall equilibrium has been established at full 
employment {Ci-\I-\ G-\-X equals Y ] at f) but where the 
balance of payments is in deficit (A/, is greater than X). The Govern- 
ment is then in something of a dilemma, 't has three broad courses 
of action open to it: (1) it can abandon full employment in favour 



of balance of payments equilibrium ; or (2) it can abandon balance of 
payments equilibrium in favour of full employment; or (3) it can 
adopt additional measures to try to solve the balance of payments 
problem while still maintaining full employment. Policy (1 ) may mean 
restricting both imports and consumption of home-produced goods 
by raising personal direct taxes by an amount sufficient to establish 
a position such as that shown in figure 13.19, where an equilibrium 
level of income has been established at which the balance of 
payments is also in equilibrium, but which is below the level of full 
employment output ( F). Policy (2) means resting content at the posi- 
tion shown in figure 13.18, the snag about this being that some way 
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has to be found of financing the balance of payments deficit. Policy 
(3) means using, say, import duties to reduce imports, while at the 
same time adjusting total demand by further changes in personal 
direct taxation, so as to achieve the outcome shown in figure 13.20. 
One danger in this situation is that the reduction of imports in this 
way may induce retaliation by the countries affected, thus reducing 
exports (X) and re-opening the deficit. Another problem is that 
imported materials may form an impoiiant clement in determining 
the full employment level of output, and there may therefore be 
repercussions there too. 



"No atlempt will be made here to deal with the opposite case, where 
there is incipient inflation because the equilibrium level of income is 
higher than the full emplo>menl level. The same kind of analysis as 
that Just conducted for the other case could be applied to the in- 
flationary situation, for the same considerations apply, though in 
reverse, 

(ii) BUSINESS TAXFS 

It will be assumed here that the imposition of business taxes reduces 
both consumption (in real terms, though it may increase gross money 
outlays through higher prices) and investment (also in real terms). 
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This time we will analyse a case where there is initially some in- 
flationary pressure, i.e. the equilibrium level of income (T,) is above 
the full employment level (F), as in figure 13.21. In the initial situa- 
tion it will be assumed that taxes and transfers were precisely off- 
setting each other in all respects, so that the J-line ran along the 
horizontal axis. The Government then imposes, say, a general sales 



tax on all consumers’ goods, so that the level of consumption ex- 
penditure in money terms is shifted upwards to C’j -1 while in 
real terms consumption fjills from C to C\, Investment is also re- 
duced, from I to /j, so that the new equilibrium (where Ci 1 \-G 
equals 7) is moved from Vi to ? as desired. Here the adjustment 
falls upon both consumption and investment whereas in the earlier 
cases the Government operated upon consumption only. From a 
purely short term stabilisation viewpoint, there is nothing to choose 
between the two methods, but in other respects there are important 
differences. For instance, quite apart from their differing impacts 
upon the structure of the economy, they will in the long run have a 
different impact upon growth, via their respective effects upon the 
supply of factors, and upon full employment levels of output. 

When it comes to the foreign trade aspect of the situation, there is 
little that can be added to the comments made in the preceding 
section. If the business tax is levied on exported goods as well as 
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on those for the home market, and is also levied on imports in the 
same way as on domestically-produced goods, then some downward 
shifts in the M and X lines may also be expected without any special 
additional measures, but it will still be the merest coincidence if these 
shifts happen to produce equilibrium in the balance of payments at 
full employment. 

(iii) GOVERNMINT IXPENDITURE 

Purchases of goods and services by the Government, as distinct from 
transfer payments or subsidies, arc relatively simple to analyse, for 
they constitute a perfectly straightforv*ard demand for real output, 
in competition with the demands of the private sector. Thus the 
depressed state of the economy illustrated in figure 13.14 could 
have been put right qnite simply by an appropriate increase in G, 
and the inflationary situation illustrated in figure 13.21 could 
have been cured by an appropriate cut in C. There is little difficulty 
in increasing imports directly by Governmental purchases from 
abroad, should such a policy ever be considered desirable, but the 
Government has no such direct influence ovei exports. 

One additional point to be noted here is that Governmental 
purchases of goods and services have a primary impact on total 
demand which is in a one-to-one relationship, whereas we saw that 
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the primary impact of tax and transfer changes depended upon the 
marginal propensity to consume of those affected by the changes. 
This fact has special implications for the budget balance, as will be 
seen from figure 1 3 22, in which a situation is depicted which is 
similar to that in figure 13.14 earlier but with the budget now being 
shown in balance at the equilibrium level of income Xj. If we now 
consider the two alternative broad courses of action, reducing taxes 
(70 or increasing Government expendiiure (G) as means of at- 
taining full employment (F), we shall reach the following result; if 
G is increased (to t7i) and T left unchanged, the budget goes into 
deficit by the difference between them (a) at F (sec figure 13.22), 
but if instead taxes are reduced (to and G left unchanged, and the 
adjustment to this tax remission is partly to increase saving, the 
budget deficit (b) is larger than in the preceding case. Thus the size 
of the budget deficit (or surplus) generated as a result of stabiliza- 
tion policy depend.s on the actual measures cho.sen to implement it. 
There is no simple rchtUonship between the size (or direction) of the 
httdgetary unbalance and its net inflationary or disinflationary effect 
on the economy 

It would be possible, in the situation Just analysed, *to have a 
balanced budget if this were considered desirable, hor each time that 
G and T are raised by the same amount, total demand increases by 
the difference between the increase in G and the fraction of the extra 
tax that is met by cutting consumption. For in.stance. if G and T 
were both raised by 100, and the extra 100 in tax resulted in a con- 
sumption cut of 80, total demand would rise by 20 (the extra 100 of 
G minus the fall in C by 80). Thus in figure 13.23, by increasing G 
to Gi, total demand is increased by g, while an increase in T to Tj 
(although it increases tax revenues by g at ?) will only decrease 
consumption (from C to C\) by r at F, so that the net increase at 
full emi^ymeni is g- c, which makes the full employment level of 
income the equilibrium level, yet at the same time keeping the 
budget balanced. But to do this the volume of Governmental 
activity had to be increased quite substantially by comparison with 
the earlier case where the budget was left unbalanced. In an in- 
flationary situation, measures to restore equilibrium at full employ- 
ment with a balanced budget, would call for cuts in G and T, and if 
these had to be substantial, as in the previous case, then again the 
other implications of such drastic changes in the volume of Govern- 
mental activity would have to be weighed against the advantages of 
keeping the budget balanced. 

One final point to be mentioned, before leaving this aspect of the 
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problem, concerns the relationship bel wen the primary and ultimate 
effects of these tax and expenditure changes. As well as the direct 
increase in incomes that arises immediately ^rom an incrfase in G 
(or from tax remissions or increases in transfer payments), further 
increases will follow from the induced increases in consumption, 
investment, etc., for these will in turn constiaitc increases in in- 
come to other members of the community, who will in turn in- 
crease their consumption expenditures, and so on. This ‘multiplier’ 
effect, already taken into account in the diagrammatic analysis, 
means that budget changes need only be a fraction of the desired 
change in total demand, and the largei is the ‘multiplier’ (i.c. the 
more sensitive is the level of consumption to changes in disposable 
income) the smaller need be the changes in taxation or expenditure 
to ensure any given effect. 
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Extension of the analysis to consideration of the foreign trade 
balance, and the effects of these changes on the full employment level 
of income itself, raises no issues that have not already been indicated. 

(D) CONCLUDING REMARKS 

The vast subject of stabilization policy has only been touched upon 
here, and it obviously deserves far more space than is available for 
it in this book. What has been attempted is a brief sketch, in the 
barest outline, of the nature of the problem, and the broad role to 
be played by budgetary measures in solving it. But budgetary measures 
are not the only ones in the Government's armoury, and even they 
have not been analysed exhaustively. Sufficient has been said, how- 
ever, to indicate the relevance of the earlier micro-analysis to the 
choice of weapons in any particular situation. In that analysis wc 
found that some taxes, and some tax structures, have a much 
greater effect on, say, consumption than others do, while the main 
impact of some other taxes is, perhaps, on factor supplies. Trans- 
ferred to a macro-setting, these conclusions will clearly influence the 
choice of anti-inflationary or anti-depression measures aOopted. 

Moreover, the problem of stabilization is intricately bound up 
with the problem of growth, which is the subject of the next chapter. 
Much of what has been said here concerns only the short-run aspects 
of stabilization policy. The long term aspects are more conveniently 
dealt with together with the growth problem. 



C HAPTHR FOURTEEN 


The Growth of the Economy 


Just as it is not easy to deane precisely what kind of ‘stability’ il is 
that people desire in economic life, it is not easy either to dehne 
precisely what kind of ‘growth’ they desire. Economic growth means 
the possibility of higher material living standards, but this is not 
just a matter of getting as much as possible to consume immediately, 
for it also requires the setting aside of a substantial part of current 
output for future use in production (i.e. capital accumulation) if 
the growth is to be sustained, or even for the consolidation of past 
growth. But there is more to it c\en than this. Economic wellbeing 
is improved not only by making more goods available, but ♦also by 
ameliorating the conditions under which such goods are produced, 
r or instance, taking more leisure (shortening working hours) may 
improve welfare more than increasing the amount of goods that 
can be bought. One cannot therefore conclude that one situation is 
better than another just because in the former there is a higher gross 
national product per head. It will depend on the relative hours and 
conditions of work, the composition and distribution of output, 
and so on. Morcove. , the problem of measurement makes movements 
in vast aggregates like ‘gross national jiroduct’ difficult to interpret 
unambiguously, as w'as noted at the beginning of the previous 
chapter. 

In spite of these acknowledged dlficultics, for the pu’-poscs of 
this analysis we are going to take ‘growth' as meaning rising real 
output. This does not imply that this is the index of economic welfare, 
but simply that it will be one of the componen's, along with stability, 
an appropriate composition and distribution of output, and so on. 

In formal terms growth could be analysed by adopting the frame- 
work of analysis used earlier in Chapter XII, when we were con- 
cerned with the structure of the economy. Thus figure 12.13 could 
be re-interpreted in the following terms: let VV be the onginal 
production possibilib' cuive, and TT' the new one consequent upon 
an increase in the efficiency of the labour force due, let us assume for 
simplicity’s sake, to the discovery of new techniques requiring no 
other changes in the productive apparatus of the economy. Within 



262 PUBLIC FINANCE AND BUDGFTARY POLICY 

this framework ‘growth' becomes a series of ‘outward’ shilts in the 
production possibility curves. It is a straight-forward matter then 
to go on and incorporate into the analysis associated shifts in the 
composition of output and in the distribution of incomes, as indi- 
cated earlier. 

Similarly, in terms of the analysis of stability in Chapter XIII, 
growth can be interpreted to mean successive increases in the full 
employment level of real national income. Thus, with respect to 
figure 13.5, we might postulate that T will shift to the right or to the 
left in subsequent periods according to the actual level of invest- 
ment (/) that is attained currently. This assumes that shortage of 
capital equipment is the effective limit on the expansion of real 
output, and that / has to reach some critical level before real out- 
put can increase. If it falls short of this critical level, then the full 
employment level of output will in fact fall. Growth then consists 
of a shift to the right in ? in each successive period (and in ensuring 
that the economy operates at full cmplo>mcnt in each period). 

Pursuing an analysis of growth along these lines is not entirely 
without profit, but the limitations of such a pursuit arc so severe as to 
make it hardly wt)rth while to devote any more space t(T spelling it 
out in detail here. In considering economic grow'th there arc so many 
important variables that have to be neglected by such analytical 
methods, that the space available here would be better employed 
pointing out the inadequacies of our earlier treatment when it comes 
to growth and long-run stability. 

As an instance we may take problems of timing, which have so far 
been entirely neglected. Not only is the time sequence of events 
critical to an effective budgetary policy, but a careful appraisal of 
time lags in adjustment will also be an essential pre-requisite, both 
when it comes to making a correct diagnosis and when it comes to 
prescribing a remedy (should one be necessary). Here it is no longer 
a matter of bringing about some immediate adjustment in the 
economy, but also of thinking about its future repercussions, about 
their sequence and timing, about supplementary measures that may 
be necessary immediately or in the future, to counteract or reinforce 
actual or expected tendencies, and so on. It then becomes important 
to know whether the reactions of the economy to any particular 
‘disturbance’ are likely to be ‘damped’ (i.e. tending to diminish in 
magnitude through time) or ‘explosive’ (i.e. growing in size cumula- 
tively) and whether oscillatory (i.e. with wave-like motion) or not. 
This leads one straight into the problems of ‘cycles and trends’ 
which occupy amajor portion of the attention of economists these days. 
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These problems of dynamic stability with growth are undoubtedly 
of the utmost importance to economic policy in general, and to 
budgetary policy in particular, but unfortunately it is impossible 
to deal with them satisfactorily within the compass of this book. 
In the first place, there is a much smaller area of agreement about 
the way this problem should be approached than about any of the 
other matters that have been taken up here. Secondly, the whole 
subject is so complex that a cursory treatment which had the ap- 
pearance of yielding precise results would probably be more mis- 
leading than enlightening. So if the matter to be presented here is 
Ic ^s exact than that presented hitherto, it is not only because of self- 
imposed constraints upon the type of theoretical framework con- 
sidered admissible in an expository work at tlu\ level, but alsoto 
real ignorance on the part of economists. 

Consequently, we shall have to be content to set out briefly the 
basic factors making for economic growth, and then to indicate the 
possible effects of budgetarv measures upon them. 

(A) THE BASES OF t CONOMIC* GROWTH 

Economic growth depends broadl> upon two considerations, firstly 
the quantity and quality of the factors that arc available, and 
secondly the efficiency with which they arc utilized. Each of these 
will be considered in turn. 

(l) THE AVAll MULIlY OF 1 I'lRS 

At its crudest, the suppl> of factors means the actual quantities of the 
various natural resources (including human labour) that are avail- 
able, but this interpretation docs noi carry us very far. Coal, oil, 
iron, tin, copper, and other mineral wealth maj be deposited in the 
earth in what may, for our purposes, be considered fixed amounts. 
On the other hand, the amount of cultivable land, of timber, of fresh 
water, etc., depends to a large extent upon human acibity (or in- 
activity), and so cannot be regarded as ‘given' in quite such an 
arbitrary sense, irrespective of what happening in the economic 
system. This is even more so when it cuines to the supply of human 
labour itself, for this is clearly not just a matter of the size and 
structure and geographical distribution of the population. The w'hole 
social structure of the society, as well as particular elements in it, 
such as its educational system, will determine what types of skill arc 
forthcoming, in what quantities, and where, and how much mobility 
(both occupational and geographical) there is. 
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The classical division of factors into three categories — ‘labour’ 
(meaning all human resources), ‘land’ (meaning all non-human 
resources the supply of which is fixed), and ‘capital’ (meaning all 
non-human resources the supply of which is variable) — can be 
reduced to two for our purposes, since it is doubtful whether there 
arc any resources in absolutely fixed supply in any significant econ- 
omic sense (for even mineral wealth ha*' to be ‘discovered’ before it 
can sensibly be said to be ‘available’). 

Let us therefore consider the category labour’ first. This means not 
only manual labour, but also clerical, administrative, executive, 
creative, imaginative, scientific and entrepreneurial activity. In- 
deed, human activities such as invention and innovation are probably 
of crucial importance in determining the pace and direction of econ- 
omic gro>\th. Thus although the size and structure of population, 
and its genetic attributes, arc fundamental, the social aspects are 
also a potent influence, among which will be the kinds of attitude 
imbued in members of the society, its educational provisions in the 
widest sense (not simpl> technical and vocational training), its social 
and legal institutions regulating work and property, and so on. 

When it comes to the availability of non-human resources, many 
of these same considerations apply. There is, basically, the dis- 
covery of such factors, and of their location, and this immediately 
requires the use of many of the skills just mentioned. Some of these 
‘skills’ have then to be ‘invested’ in such resources before they can 
reasonably be said to be ‘available’ to the economy. This is why all 
non-human resources are lumped together in the category ‘capital’. 
Beyond this primary stage it is rather an arbitrary matter to decide 
just where the dividing line between ‘factor availability’ and ‘factor 
utilization’ falls. Is coal available when the seam has been discovered, 
or only when the shaft has been sunk, or only when it has been 
brought lO the surface, or docs it require in addition the establish- 
ment of a transportation system to carry it to wherever it may be 
needed? Rather than attempt to answer such questions, let us turn 
to the next stage in our task, and consider these and related matters 
there. 

(ii) THE ElUriENCY Oh EAnOR USE 

The efficiency with which factors are used depends on the state of 
knowledge concerning the possibilities, the way in which the econ- 
omic system is organized and the effectiveness with which it works. 

An obvious first requirement of cflicicnt factor use is the con- 
tinuous full and effective employment of labour, for this is a factor 
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which if not used currently is lost forever, it cannot be ‘put aside' 
for later use. Thus an important part of efficient factor use is full 
employment of labour. But another aspect of it is to ensure a high 
degree of mobility of labour, both occupationally and geographically. 
Without such mobility the adaptability of the economy to changing 
circumstances will be seriously impaired. This requires that labour, 
though specialized, be not irrevocablv ^pccialized, that there be 
adequate incentives to change, and the ability to do so without too 
much general or individual dislocation, while at the same time 
avoiding wasteful ‘labour turnover’ of an unnecessary kind. It may 
well be here that a fully employed labour force may be an immobile 
labour force, while to secure mobility something less than full em- 
ployment may have to be tolerated. 

Turning to the efficient use of capital, analogous problems arise. 
It is clearly desirable to use existing capital equipment as fully as 
possible, but not at the expense of inhibiting a changeover to better 
techniques as these become known. The pattern of investment needs 
to be responsive to change in conditions, and, since much capital 
equipment is specialized and longlasting, mistakes can be costly in 
terms of real resources misallocated. Here the cruical role of ex- 
pectations in relation to investment decisions is obvious, and the 
importance of accurate information which is available promptly. 
Miscalculations arc less likely if large and sudden ad)ustments can 
be avoided. But sometimes, for the sake of overall stability, par- 
ticularly sectors (e.c. imports or private investment) ha\e deliber- 
ately to be subjected to s^vcifu manipulation, quite apart from 
disturbances w'hich may occur due to new discoveries, changed 
needs, or natural disasters. Paradoxically loo, general stability 
may engender a complacency and lack of initiative which makes the 
economy less adaptable and hence more liable to make mistakes in 
the long run, through apathy or exaggerated conservatism "torn of a 
false sense of seen nl> . 

But in the long run the discovery and application of new tech- 
niques may well be the controlling factor. It is not at all clear what 
sort of relationship exists between ’he economic system and im- 
aginative fields of endeavour such as research and exploration. 
Clearly the economy must be willing and able to devote capital and 
labour to such purposes, and without any ccrtainl> of immediate 
returns or indeed of long-run returns, lor the outcomes of such pro- 
cesses arc highly unpredictable. It does seem geneially to be I e 
case that the more resources are devoted to such purposes the 
the chances of success, hut even this does not necessarily follow. 
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When it comes to the propagation of new knowledge, and the appli- 
cation of improved techniques, economic forces play a more obvious 
role, but here too there are intellectual, social, political and religious 
constraints to be taken into account that make the process anything 
but straightforward. 

(B) THE INhLlJbNCE OF BUDOETARY MEASURES 

We can now go on to sketch out the influence of budgetary measures 
upon the more important determinants of growth, i.e. upon the 
supply of labour, upon the supply of capital, and upon the efficient 
utilization of factors. Drawing mainly upon the results of the 
earlier micro-analysis of the eflects of budgetary measures on the 
behaviour of individuals and firms, we shall indicate their impli- 
cations for the growth of the economy. 

(i) UPON nil SUPPLY or labour 

The most obvious budgetary measure afleciing the quantity and 
quality of the labour supply is the direct taxation of persons. Such 
taxation may aftcct the quantity of labour supplied by any particular 
individual through the incentive or disincentive eflects that were 
analysed in some detail earlier. There we found, in principle, no 
definite general cflect one way or the other, so it is not at all clear 
whether the effect will be to increase or decrease the labour supply 
generall>. When it comes to the composition of the labour force, 
there is little doubt that the pattern of incentive and disincentive 
eflects will be uneven over the economy as a whole, so that dis- 
criminatory eflects upon the quality of the labour supply can be 
expected. This discrimination may be deliberate, in the sense that 
special concessions arc made to certain occupalions or skills, or it 
may be incidental, in the sense that certain occupations or skills 
happen to benefit more (or suffer less) by provisions which are made 
for other purposes. As an example of the latter ma> be quoted the 
discriminatory effects on fluctuating as opposed to stable incomes of 
a progressive tax-rate structure without adequate provisions for 
averaging. Another discriminatory effect may be introduced if in- 
come from some sources (say capital gams) is treated differently 
from other kinds of income, or if, in the case of taxes on wealth, the 
valuation of assets is not uniform. If the earning of capital gains is 
associated with some particular activity, or with the exercise of some 
particular skill, then there will be an obvious discriminatory effect on 
the composition of the labour supply. 
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But the direct taxation of persons is not the only budgetary measure 
that inlliiences the si/e and composition of the labour supply. Our 
earlier analysis (in Chapter IX) showed that business taxes can hayr 
incentive and disincentive effects comparable to those of personal 
direct taxes. Moreover, taxes on business profits have a direct in- 
fluence on the rewards of ‘entrepreneurs’, i.e. those whose organiza- 
tional and risk-bearing functions are rewarded (if at all) out of 
taxed profits. Their expectations of gain or loss will be directly 
affected by the structure of the profits tax, and here again it is not 
only a matter of a general incentive or disincentive effect, but also of a 
discriminatory effect for much the same reason as in the case of 
personal direct taxation. The exclusion of certain kinds of ex- 
penditure from the tax base will benefit some businessmen more 
than others, and some industries more than others, and these 
relatively favoured occupations will be in a position to offer relatively 
higher monetary rewards in consequence. 

Turning from taxes to Government expenditures, we will first of all 
consider the effects of peisonal direct transiers. In essence* these 
bear a formal similarity to tax concessions, and hence may be 
expected to have the same sort of overall and discriminatory cfiects. 
Once more we cannot tell whether they will have a net incentive or 
disincentive effect (e.g. hasten or delay retirement, shorten or length- 
en periods of uncmplovment or disabilit>, and so on) but they are 
likely to have some cflect. The discriminatory effects may be ac- 
centuated by the nature of the particular provisions, e.g. unemploy- 
ment benefits reduce the relative unaltraclivencss of casual employ- 
ment as opposed to a stcadv job. 

Government expenditure on goods and services is likely to have 
the most potent influence of all upoi. the labour supply The pro- 
vision of basic environmental services, such as sanitalioi, water 
supplies, refuse collection and disposal, etc., together withjiousing, 
health services and education are all likel> to exert an important 
influence on the si/c and structure of the labour force. These effects 
are so obvious as to require no further elaboration here. 


(ii) UPON THli SUPPLY OF CAPITAL 

The supply of capital means more than saving in the financial sense. 
It means the setting a«-ide of real resources from consumption for use 
in replenishing and adding to the productive apparatus of the econ- 
omy. Capital invested in human beings is not included here, but 
regarded as an influence bearing upon the supply of labour. 
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Starting once more with the effects of personal direct taxation, 
it will be obvious that the effects on decisions to save or consume 
will be of immediate relevance here, and so will the choice between 
risky and safe investments. But there arc also other ciTccts that were 
not analysed in any great detail earlier. For instance if the tax rate is 
progressive, then the higher rates of tax will be paid by those with 
the higher incomes. These are also likely to be the people with the 
highest marginal propensity to save, so th-jt there is a correspondingly 
greater likelihood that such a tax will be met at the expense of saving. 
It may be that the use to which the tax proceeds arc pul will engender 
additional saving to compensate for this, but even if this were so in 
aggregate, it is most unlikely that the form of the saving would be 
the same, so that a discriminatory effect is to be expected in any 
case (e.g. the new saving may be "seciirity-con‘icious'' rather than 
‘risk-taking'). Taxes on personal wealth will also have incentive and 
disincentive effects upon the general level of saving, as already 
analysed (Chapter V). But they may also have special discriminatory 
effects if different types of assets are treated differently in calculating 
the tax base (c.g. special concessions in the valuation of agricultural 
land as opposed to other assets). Where taxes on pcrsonal^wcalth are 
progressive, they may also have the discriminatory cITeet just noted 
in connection with direct taxes on personal income. But in general 
the effects on personal saving are only the beginning of the matter, 
for we do not only need to know what the effects arc on the re- 
sources that are set aside, but also upon the use^ to which they are 
put, i.c. upon real investment. 

Since most private real investment is made by (inns, and not 
directly by individuals, business taxes arc a more direct influence 
here than arc taxes on persons. Taxes on profits can affect the issue 
in several ways, as already noted in the earlier analysis. They may 
reduce t.he volume of funds available for financing investment, 
they may significantly reduce the profitability of investment, and they 
may have discriminatory effects as between dilferent kinds of in 
vestment, or on the timing o^ investment, via allowances and 
deductions permitted in respect of capital expenditure or deprecia- 
tion. If such taxes have a discriminatory impact as between firm 5 or 
industries (e.g. between large and small firms, or between one 
product and another) then this may well affect the overall invest- 
ment pattern too. A further discriminatory clement Cxiters if some 
capital goods are taxed (e.g. commercial vehicles or buildings) but 
not others, so that the optimum pattern of factor use is different from 
what it would otherwise have been. 
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When il comes to Ciovernmcnt expenditures, transfers to persons 
can be ignored^ for, to the extent that they arc relevant, the im- 
portant points have already been made in connection with personal 
direct taxes. Direct transfers to firms arc of more interest, especially 
when these are made specifically to assist capital investment (c.g. 
capital grants for agricultural re-equipment, or building, or irriga- 
tion or drainage). The Government may make similar grants, per- 
haps through local authorities, to provide housing or roads or 
public health facilities, the effects of which on the supply of labour 
we have already noted. Alternatively, the Government may invest 
directly in these and other projects, perhaps assuming direct control 
or ownership of key sectors of the economy in the process, such as 
transport or basic extractive or heavy industries. The impact of 
Governmental capital expenditure of this kind is again so obvious 
as to require no further discus'^ion here. 


(iii) UPON THK IIIK’IRNI uriLi/.\rioN or 
PRODlKTIVb RhSOUPriS 

Here wc shall ignore that aspect of 'efficient utilization’ which re- 
quires the successful implementation of a short-run stabilization 
policy, since that has been dealt with in an earlier chapter. Efficient 
resource use implies fairly rapid adjustment even though, as noted 
earlier, this may pose a dilemma for economic policy from too- 
hasty adjustments which may turn out to have been ill-advised. It 
is clear however that anything which seriously impedes factor 
mobility is likely to hinder efficient factor use, because it is better 
that factors could be transferred to other uses (even though they are 
not immediately required to do so) than that they coiihl not be so 
moved even if they were required to do so. 

Budgetary measures can both enhance and impede the mobility of 
factors. Subsidies and tax-concessions granted to certain industries 
to keep them going, on social-service rather than efficiency grounds, 
are a clear case of measures which impede adjustment. On the other 
hand. Government-financed schemes for retraining and re-housing 
displaced workers from a declining industry may be expected to 
improve the mobility of labour. Subsidies and concessions granted 
for other purposes may have incidental effects on mobility, as with 
housing subsidies for instance, which may reduce the geographical 
mobility of labour if the worker has to move from subsidized to un- 
subsidized (or less subsidized) accommodation. On the other hand, 
unemployment benefits may increase the mobility of labour by 
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reducing the linancial risks involved in changing jobs. Similar con- 
siderations apply in the field of investment, where the tax treatment 
of losses has already been seen as a potent influence upon the as- 
sumption by businessmen of the risks involved in new investment. 

It is sometimes argued that some taxes and subsidies have the 
eflfect of reducing ‘cost-consciousness' in general among business- 
men, and thereby contribute towards inefficient use of factors. This 
efiect will depend on the motivation of businessmen. If they are 
anxious to make as much profit as possible, then no tax will have this 
alleged effect on cost-consciousness unless it is levied at a rate of 
100 per cent. To the extent that problems of definition of the tax 
base arise as noted earlier, then some costs may be increased by the 
tax itself, but this is not a matter of ‘cost-consciousness' in general, but 
a particular discriminatory effect of the tax. If businessmen are con- 
cerned to get some particular rate of return on capital employed or on 
turnover, then profits taxes may even enhance cost-consciousness, 
or, alternatively, may make production no longer worth while. The 
effects ‘‘on cost-consciousness are, therefore, open to argument. 

kinally, the growth of knowledge itself may be influenced by 
budgetary measures. The (josernment may promote privatS research 
and development by favourable tax treatment of such expenditures, 
especially as regards capital expenditure which may have to be 
written off in a very short time. The Government may make direct 
grants to aid research conducted by private organizations, or may 
sponsor such research itself. Still more directly, it may set up and 
operate its own research establishments. Technical advisory and 
experimental services may be set up or supported to propagate new 
knowledge and techniques, and the general educational system will 
play an important role too. 


(C) CONCLUSIONS 

Pretty well every type of budgetary measure has some implications 
for the growth potential or actual growth of the economy. These 
are often obvious, as with most Governmental expenditures on 
goods and services, and only slightly less obvious with the incentive 
and disincentive effects of taxes and transfers. Sometimes these 
effects arc deliberate, but often they are incidental, and may be no 
less important in magnitude or in qualitative significance just because 
they were unintended. Thus we have now added another ‘policy 
dimension' to those by which any particular measure has to be 
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judged, with the added possibility that it will produce an effect which 
will make the choice between alternative measures more complex 
and confused than it was before. 



CHAPTER FIFTEEN 


The Budget and Economic Policy 


The budget tends nowadays to be the focal point in the presentation 
and implementation of the Government’s economic policy. This is a 
matter of convenience rather than of necessity, for in principle the 
annual presentation of the budget accounts could be an almost per- 
functory matter, concerned entirely with technical financial accounta- 
bility . . . like most shareholder's meetings. It has proved, however, 
to be a convenient occasion on w'hich to embark on a wide-ranging 
review of the general economic situation, an opportunity on the one 
hand to justify the Government's past actions and to persuade people 
of the appropriateness of any measures that may be proposed for 
the future, or on the other hand to attack and criticise the Govern- 
ment's handling of the siUiation. It is also often used as a^mcans of 
publicising the Government's wishes regarding the behaviour of 
particular sectors, individuals or firms in the economy, cither as an 
attempt to improve the chances of success of the actual measures 
proposed, or at times as a substitute for any such measures. Per- 
haps on such occasions exhortation, persuasion and intimidation of 
this sort should also be considered as ‘budgetary measures'! In 
some countries the Government has not only to attempt to ensure 
the co-operation of the various economic units in carrying out its 
policy, but before its proposed measures can be put into effect, it has 
a real task in persuading the legislature to adopt them. In other 
countries legislative action is virtually assured in advance by the 
fact that the Government could not have been formed in the first 
place w ithout such a guarantee. 

But whatever the actual pattern ol the budgetary process, there are 
usually some ‘budgetary measures' that are adopted outside the 
formal framework of the budget itself. Government’s usually have 
some scope for discretionary executive action outside the formal 
annual budget, and it would place an undue strain on the conduct 
of economic policy if the Government were restricted to annual 
adjustments at the time of the budget. There is no reason to expect 
the economy to be so well-behaved that an ‘annual check-up’ is all 
that is necessary to ensure the continuous fulfilment of the multi- 
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farious objectives of economic policy. A continuous watch needs to be 
kept, and frequent small adjustments may well be needed to avoid 
the onset of major crises. Where these small adjustments take the 
form of budgetary measures, they are sometimes incorporated into 
‘supplementary budgets’ in order to observe legal or constitutional 
proprieties, but from our viewpoint it is immaterial whether this is 
done or not, for in the context of this analysis budgetary measures 
include any adjustments which operate directly through the budget 
accounts, even though they be adopted outside the formal frame- 
work of the annual or supplementary budget statement. 

The pervasiveness of the modern budget is commonly remarked 
upon, but in a sense it is really nothing new, for the budget has 
always had widespread ramifications throughout the economy. The 
essential diiferences between earlier budgets and recent ones are, 
firstly, that nowadays budgetary policy is conducted much more 
deliberately (though not necessarily any more effectively) with its 
pervasiveness in mind, and, secondly, the si/e of the budget in 
relation to the rest of the economy has grown so enormously tlhat the 
power of the budget to affect the rest of the economy has been 
greatly enhanced. 

The important point that emerges from the foregoing analysis is 
that in a modern, highly integrated, sensitive and closely interde- 
pendent economic system, the effect of any particular measure can- 
not be easily identified, and still less can they be ‘scaled off' within a 
particular sector or confined to a particular variable. The immediate 
impact of the measure may be directed to some particular segment of 
the economy, but it will not be possible to guarantee that it Mill have 
the desired effect there, nor that it will have no other effects there, nor 
yet that it will not also have effects elsewhere. And when it comes to 
tracing out the subsequent pattern of inactions after the initial im- 
pact has been absorbed, the uncertainties multiply quite^ discon- 
certingly. 

This can be illustrated most clearly by sketching out a brief 
analysis of the effects of a tax on a particular commodity. It is 
commonly assumed that the immediate effect of such a tax is to raise 
the price of the taxed commodity by the amount of the tax, and at- 
tention is then directed to the price-elasticity of demand for the 
taxed product to discover the extent to which the quantity demanded 
will change as a result of this price increase. This computation having 
been made, it is a simple matter to work out the expected tax yield, 
and this reduction in total purchasing power is what is usually taken 
as the indicator of the disinflationary effect of the tax, i.e. the extent 

s 
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lo which efTeclive demand has been reduced. Sometimes reference 
will also be made to some possible production shifts, especially if the 
fall in demand is severe enough to cause significant local unemploy- 
ment, but more frequently this aspect of the adjustment problem is 
ignored, or dismissed as being a rather distant, long-run reper- 
cussion which we can worry about (if at all) when the time comes. 
Those who are concerned with problems of equity and social justice 
will then turn to the estimation of the incidence of the tax between 
different groups in the community, and to this end will calculate what 
proportion of the extra tax revenue will be derived from the pur- 
chases of these respective groups, and this will be taken to be the inci- 
dence of the tax. 

f’or the sake of argument, let us assume that the lax was imposed on 
clothing, with the dual purpose of having a general disinflationary 
effect and of ensuring that ‘the burden of the lax’ falls rather more 
heavily on ‘the rich’ than on ‘the poor’ (the rich being assumed to 
spend proportionately more of Ihcir incomes on clothing than do 
the poor, and also to have a lower price-elasticity of demand for 
clothing than the poor have). We may now ask (a) whether these 
desired effects will follow, and (b) what ‘side-effects’ may also be 
expected. 

In the first place, we have seen that it is quite conceivable that the 
price of clothing will in fact rise by less than the amount of tax (see 
Chapter VI II), part of the ‘incidence’ of the tax falling on the in- 
comes of those providing the productive resources with which 
clothing is made. Once this possibilit> is admitted, a whole new' range 
of incidence patterns is opened up which undermines the basis of the 
incidence calculation as just outlined, for we now have effects on 
relative real incomes that are independent of the individual's pur- 
chases of the taxed commodity. The assumption that the im- ’ 
mediate^^ayer of the tax revenue is the bearer (and the sole bearer) 
of the ‘tax burden’ excludes consideration of the incidence effects 
that operate on people as producers rather than as consumers. 

In the second place, even if the tax did result in an increase in the 
price of the product by the full amount of the tax, the foregoing in- 
fluence would still be at work if demand for the taxed product fell. 
In this situation, less of it would be produced, so that less factors 
would be used in its production, and consequently somebody’s in- 
come would be reduced. Alternatively, if demand for the taxed 
commodity were totally inelastic in the face of the price increase, 
then the incidence calculation depends on where the extra purchasing 
power came from. If purchases of the taxed commodity were main- 
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taincd by cutting down other purchases, then the foregoing consider- 
ations apply to these other goods, and an incidence computation 
based on the source of tax revenues will be even more misleading. 
But in all events the production shifts (analysed in Chapter XII) 
will have to be taken into account. 

Consumption may be maintained by drawing on savings. Leaving 
aside any impact of the reduction in savings itself, this implies that 
the tax yield can no longer be supposed to be matched by a cor- 
responding reduction in current aggregate demand, and hence it is 
not a reliable indicator of the net disinflationary impact of the tax. 

Fourthly, the tax may have incentive or disincentive effects (sec 
C hapter IX) and this opens up a fresh realm of repercussions all of 
which have implications both for the Incidence' of the tax and for 
its general disinflationary^ effects. 

So one could go on, into some of the more refined discriminatory 
effects mentioned earlier, and into the implications of the whole 
analysis for long-run growth, but enough has been said already to 
indicate the impossibility of isolating the effects of budgetary 
measures within particular compartments. Nevertheless, as has been 
mentioned earlier, it may turn out that a careful assessment of some 
actual situation will enable one to neglect certain reactions in practice 
as being of a ‘second order of smalls’, but to neglect certain reactions 
without any such preliminary investigation is a very dangerous pro- 
ceeding, There is not even any guarantee that proximate reactions 
will prove quantitatively more important than less proximate ones, 
nor that the direction of adjustment will be the same in both cases. 

The general approach outlined here also brings out the dangers 
inherent in resting content with the very superficial knowledge of 
the impact of the budget which is to be gained by studying flow 
diagrams of the type presented in C hapter I. They provide about 
as much information concerning the influence of the budget upon the 
economy as would a photograph of a man about the working of the 
human body. One sees where the various parts arc joined together, 
and what their relative shapes and sizes are, and that is about all. 
No information is given which will indicate how movement and 
growth take place, what are its potentic^'ties, how it reacts to various 
stimuli, and so on. 

Another important implication of our analysis of the multi- 
farious effects of any particular budgetary measure upon the economy 
is, in a sense, a corollary of the proposition that it is impossible to 
isolate such effects within particular compartments, if it is true that 
each measure affects every variable to some extent, then it follows 
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that each individual policy aim can be achieved by a variety of means. 
Each such measure or group of measures will, however, have different 
implications for the other, co-ordinate, objectives of policy, and a 
clearcut choice between them will seldom be possible, for it will not 
normally be the case that one alternative is superior to all others in 
all respects. Often the economic analyst will be forced to point out 
that it is not possible to attain one objective without making the 
attainment of some other objective more difficult. The policy- 
makers will then have to determine priorities and choose accordingly. 
Determining the criteria of choice is not a task for economists as 
such, their task is to make clear the objective basis on which the 
choice has to be made, and the economic implications of each pos- 
sible course of action if it were chosen. It should by now be clear 
that this is in itself a challenging assignment, for the choices that 
have to be made in the field of budgetary policy are as difficult as 
any that Governments are likely to be confronted with in any sphere 
of their operations. 

It must be admitted, however, that b> putting the whole weight of 
economic policy implementation upon budgetary measures, the 
problem has in some respects been made to look mor^ difficult 
than it really is. Obviously, if manipulation of the monetary and 
credit systems is allowed to play a part, and direct intervention in the 
economy (in the form of price controls, wage-setting, quotas, etc.) is 
also employed, then the policy problem in general becomes more 
tractable because of the wider range of measures that is available. 
The greater the vaiieiy of weapons that can be brought to bear, the 
greater the chances of attaining some desired end without un- 
dcsired side-effects. But adding to the armoury does, of course, also 
add to the complexity of the analysis that is required to elucidate and 
compare the relative effects of the alternatives under consideration, 
and there are many matters that we have been able to ignore or dis- 
miss in fee foregoing analysis, that could not be so lightly set aside 
if these other arms of economic policy had been under scrutiny. 
Indeed, a careful reconsideration of the position arrived at here 
would, I think, lead to the conclusion that on balance the problems 
of economic policy are in fact more difficult than they are represented 
as being here, and that our concentration on budgetary measures 
has if anything had a simplifying effect, rather than the reverse. 

Finally a few comments arc called for on the relationship between 
the approach adopted here towards the problems of budgetary policy 
and the more factual approach which concentrates on particular 
controversial issues in current policy-making. The disadvantage about 
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this latter ’'case-study' approach is that it provides no secure basis 
for generalization from the particular instance that has been investi- 
gated. The disadvantage about the general theoretical approach 
adopted in this book is that by itself it is incapable of solving any 
real life problems at all. It is in fact an exercise in logic. But it (or 
something like it) is an essential pre-requisite for any purposeful 
empirical investigation, even of the individual case-study type. Fact- 
finding is a purely random activity unless the investigators have some 
meaningful questions to which they seek answers, and a conceptual 
framework within which any data they collect can be appraised. The 
type of data that is sought should be such that it will enable the 
investigations to establish which of the alternative outcomes (all of 
which arc possible a priori) is the most likely in any particular situa- 
tion. A careful analysis of a variety of such findings ma> even lead 
to a more generalized determination of the strengths of the various 
influences at work in different situations, so that predictions can be 
made about situations which have not been investigated in very great 
detail. No amount of theoretical analysis can replace empirical 
observations of this kind . . . and no fact-finding is of much use 
unless it is based on a firm theoretical analysis to which the data can 
be related. 

It should not need re-iteruting that the technical-theoretical ap- 
proach to the problems of public finance and budgetary policy as 
presented here is but a first step in this task. But even if the further 
steps are not attempted, something has still been gained, for even 
the limited achievement of mastering the technical apparatus of 
economic analysis in this field, and still more of appreciating its 
limitations, is of no little impoitancc. A wider appreciation of the 
strengths and weaknesses of economic analysis will enable the asser- 
tions of economists to be appraised more sensib]>, avoiding both 
unjustified scepticism on the one hand, and, on the othei, a naive 
confidence in their oracular powers. » 
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MONEY INCOME AND EMPLOYMENT 

ERICH SCHNEIDER 

This famous textbook falls into two parts. The first deals with the 
theory of money creation and destruction. The author illustrates the 
essential principles by considering various models of banking systems. 

The second part gives a systematic, detailed and rigorous account of 
the modern theory of income and employment determination. The 
author builts up the theory gradually from the simplest to more 
complicated models. Thus, for example, the student is taken from the 
model of ‘a closed economy without a gocicrnment' to one in which 
government expenditure and revenue affect the level of national in- 
come, and to one in which exports, imports and rates of exchange help 
to determine income and employment ; from a model in which the rate 
of interest and quantity of money have no eflccls to one in which they 
arc variables relevant to the determination of income ; and from a model 
in which capital stock is assumed constant to one in which it is growing. 
The author examines both the static and dynamic properties of most of 
the models. 

The exposition is lucid and is couched in three alternative forms: 
verbal, geometric and algebraic. Thus it should cater for all tastes. 

At present no comparably exhaustive and thorough textbook on the 
subject is available in English. Demy 8vc>. 32s. net 


THE BRITISH BUDGETARY SYSTEM 

SIR HliRBERf BRITTAIN 

The Budget is now much more important than it was before the last 
war, for two main reasons. I irsl, wc have come to recognize its in- 
fluence in the shaping of the country's general economic policy. 
Secondly, the scope and the si/c of both current and capital parts of the 
Budget have been greatly enlarged : on the current side by the rise in 
the level of the Central Government’s expenditure, and on the capital 
side by the extent to which the Exchequer now has to finance new 
State enterprises of various kinds. 

Sir Herbert Brittain writes with expert knowledge, for until June 1957 
he was Second Secretary in charge of Home Finance and Supply in the 
Treasury. His book is the first to describe the British Budgetary 
System in this new setting. It is essentially expository and seems likely 
to become a standard work which will be indispensable to teachers and 
students in a field relating both to the national economy and to public 
administration — the author has been conscious while writing of the 
needs both of economists and of students of administration. 

One very useful aim of the book is to guide the reader at each point 
to the appropriate ofticial accounts, reports and other documents which 
reflect the actual operation of the system which the book describes. 

Demy %vo. 25.y. net 



A PHILOSOPHICAL INTERPRETATION 
OF ECONOMICS 

J. K, MEHTA 

Professor Mehta is an economic theorist of the highest class and brings 
to bear on the subject a knowledge of mathematics as well as a wide 
acquaintance with eastern and western philosophy. In this challenging 
book he explores the philosophical foundations of the subject and wes- 
tern economists will find it most salutary to sec how arbitrary and un- 
examined a great deal of accepted theory can be made to appear. For 
economics tends, in the hands of many, to degenerate into a collection 
of facts and an enumeration of half-baked principles, but m this book 
there :s a real attempt to raise it to its dignified position as a true science. 

Professor Mehta covers such subiects as methodology, production, 
distributive shares both absolute and relative, statics and d>namics, the 
quantity theory of money, philosophy of disguised unemployment, the 
acceleration principle and other topics of immediate interest to students. 
As against the ordinary run ot books on economics it is, however, out- 
standing in its demand that economists should not offer a system of 
simultaneous answers to questions which cannot be simultaneously 
asked, and which imply contradictory views of the human condition. 
As Professor Cf. L. S. Shackle has written of it. This is a beautiful, 
moving and most deeply interesting book, and it is superbly well- 
written. It deserves to become a classic.’ Demy Svo, 7>5s. net 

PRODUCTIVITY AND ECONOMIC 
INCENTIVES 

J. P. DAVIDSON, P. SARGENT FLORENCE, 
BARBARA OFAY AND NORMAN ROSS 
This book gives the results of ‘fieldwork investigations in factories, 
laundries and Co-opcralivc shops, conducted by members of the 
Faculty of Commerce and Social Science at the University of Birming- 
ham. By means of statistics of output before and after a change in 
methods of wage-payment and of interviews with the individual workers 
actually concerned, it was found that the productivity of lAour, so 
important to the national economy, can be very greatly increased, 
together with an increase in earnings, without workers complaining of 
undue strain. The conditions arc given in derail under which the 
increase in productivity was obtained varying from 7 per cent to over 
200 per cent and resulting in lowered cost of production. These condi- 
tions include the procedures, found so necessary, for obtaining the 
workers’ consent. P. Sargent Florence, now Emeritus Professor, sup- 
plies an introductory chapter reviewing to date productivity studies, in 
many of which he has, since 1913, participated, and also discusses the 
extension of piece-rates to jobs where hitherto they have not been 
applied. Demy dvo, 35v. net 



PRICING AND EQUILIBRIUM 

ERICH SCHNEIDER 
Translated by E. Bennathan 

Allen and Unwin have already announced an English version by 
Mr Kurt Klappholz of Volume Three of Professor Schneider’s 
famous Introduction to Economics under the title Money, Income 
and Employment. Volume Two has already appeared in English 
under the title Pricing and Equilibrium, translated by Professor 
T. W. Hutchison from the first Germaii edition. 

His version has been out of print lor some years and Mr 
Bennathan’s new edition is based on the greatly enlarged sixth 
German edition. This volume analyses the economic planning of 
households and firms, i.e. their economic dispositions. Using 
partial equilibrium analysis, it describes the equilibria correspond- 
ing to various dispositions and the effects of changes in disposi- 
tions, ending with an exposition of the problem of general 
micro-economic equilibrium in a stationary economy. 

The book is already known as a remarkably effective piece of 
teaching— a particularly successful exposition for vStudents. It will 
be welcomed in this enlarged and improved version. 

Demy 45s, net 

REGIONAL DEVELOPMENT IN THE 
EUROPEAN ECONOMIC COMMUNITY 

A PEP PUBLICATION 

This PEP study first considers the principles basic to regional 
policies in general, how far in fact they are influenced by social 
and how far by economic reasons. Two of the less developed 
regions of the Community, Southern Italy and South West 
France, are then discussed in detail and the various schemes put 
forward for their development are described and analysed. Some 
assessiTK'nt is given of the success of these in promoting industrial 
growth and bringing prosperity to these areas. 

In the latter section of the study an account is given of the 
various ways in which the institutions of the EEC are concerned 
with the problem of regional development, through, for example, 
the readaptation provisions of the Coal and Steel Community 
and the work of the European Social Fund and the European 
Investment Bank. The conclusion sums up what has already been 
achieved and indicates lines of approach for future regional 
policies within the Community. Cr, 8vo. Paper Covers, lOi*. 6d. 
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